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Tentative Programme of the Proceedings for the 
ANNUAL MEETING OF 1938 
to be held in Halifax 














Monday, August 22nd 
9.30 a.m. Meeting of Executive Committee of the Dominion As- 
sociation 
2.30 p.m. Meeting of Council of Dominion Association 


Tuesday, August 23rd 
9.30 a.m. Meeting of Council (continued) 
1.00 p.m. President’s luncheon to Council members 
30 p.m. Meeting of Council (continued) 
.00 p.m. Committees of Council 
00 p.m. Registration 
00 p.m. Informal reception to visiting members and ladies at 
the Nova Scotian Hotel 


Wednesday, August 24th 

8.30 a.m. Registration 

9.30 a.m. First general session 
Addresses of welcome 



































<© 90 00 tot 





Address of President 
Reports of Constituent Institutes 
Report of Council 
Reports of Committees 
General discussion 

12.00 noon Adjournment 

12.00 noon Photograph 

2.30 p.m. Golf Match—Dominion vs. Nova Scotia Institute for 
Challenge Cup 

2.30 p.m. Entertainment for ladies and for members not playing 
golf 

9.00 p.m. Supper dance as guests of The Institute of Chartered 
Accountants of Nova Scotia 


Thursday, August 25th 
9.30 a.m. Second general session—general business 
10.00 a.m. Paper, “Our Profession—Quo Vadis?” by Mr. H. G. 
Norman of Montreal 
11.30 a.m. Paper by a member of The American Institute of 
Accountants 
1.00 p.m. Luncheon for members and ladies as guests of the 
Institute of Chartered Accountants of Nova Scotia 
2.30 p.m. Third general session 
Roundtable discussion of the subject “Should the 
statutory form of the Auditor’s report to the 
shareholders be changed?” 
Mr. Kenneth W. Dalglish, Chairman 
7.30 p.m. Annual banquet of The Dominion Association of Char- 
tered Accountants 


A special programme of entertainment for the ladies during the 
entire convention will be under the direction of a Ladies’ Entertain- 
ment Committee. A programme of optional entertainment for Friday 
and the week-end of August 27-28 is being arranged for those members 
who remain after the annual meeting sessions. 
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The Dominion Association of Chartered Accountants 


President 





F. A. NIGHTINGALE, C.A. 
Halifax 


Mr. Nightingale, as President of The Dominion Association of 
Chartered Accountants, will preside at the Sessions of the Annual 
Meeting to be held in Halifax, 22nd to 25th August 1938. 


Supplement to July issue The Canadian Chartered Accountant 
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Aquatic Sports at Waegwoltic Club, Halifax 
(Facing North-West Arm) 





Clubhouse Ashburn Golf Club 


Annual Golf Tournament will be played at this Club. 








EDITORIALS 


Editorial Comment 


We publish this month the programme 
Thirty-Sixth of the thirty-sixth annual meeting at 
Annual Meeting Halifax of The Dominion Association of 

Chartered Accountants, which contains 
many items of interest for members of the profession. 
August is a holiday month, and since the Maritime Provinces 
have many attractions at this time of year it is anticipated 
that a large number will be present at the meeting. The 
members of the Nova Scotia Institute are well known for 
their hospitality, and the provisions on the programme for 
social enjoyment and recreation bear witness to the fact 
that our Maritime friends will see to it that there will be 
a balance between work and play during those four eventful 
days. 

The importance of members attending the annual meet- 
ing of their profession cannot be stressed too strongly. 
Changes and developments in the practice of the chartered 
accountant are taking place annually and this conference 
of members affords an unusual opportunity for exchanges 
of opinion on some of the problems met with during the 
year. 

It will be noted that provision is made for the presen- 
tation and discussion of two technical papers and for a 
roundtable discussion on the auditor’s report to company 
shareholders. The form of the auditor’s report is a sub- 
ject that causes members many hours of serious thought 
in their daily practice. The Executive Committee of the 
Association, which has the responsibility of arranging the 
programme of the business sessions, is hopeful that much 
benefit will be received from this year’s deliberations. To 
enable members to come prepared to take part in the round- 
table discussions, a memorandum prepared by the chairman 
is published in this issue. We expect to include in the 
August issue some types of accountants’ and auditors’ re- 
ports that have appeared recently in the published financial 
reports of corporations. 


Addressing a group of young men 
Improvement in last year who had satisfied the re- 
Financial Accounts quirements for admission to the pro- 
fession of the chartered accountant, 
George O. May, F.C.A., of New York, called attention to 
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the necessity of keeping a constantly questioning mind and 
avoiding adherence to precedents merely because they are 
precedents, and added, “I think forms of accounts have to 
be more seriously re-examined and the methods of presen- 
tation more carefully studied if we are going to keep our 
place as an independent profession and prevent the work 
we are doing from falling into the hands of bureaucrats, 
though it will not be done any better if put under Govern- 
ment control.’ 

Recently Mr. May delivered a series of three able lec- 
tures on the A, Lowes Dickinson Foundation in the Grad- 
uate School of Business Administration, Harvard Univer- 
sity, and with his kind permission we are publishing them 
in the July, August and September issues of THz CANADIAN 
CHARTERED ACCOUNTANT. 


In the first lecture Mr. May traces briefly the history ~ 
of the development of corporations and the changes in the 
form of presentation of financial accounts. The field of 
financial accounting, he points out, is not one in which 
guidance is to be found wholly in fixed principles but is 
rather one “in which the discovery of a correct course de- 
pends upon the possession also of an ability to recognize 
the essential facts and to appreciate their true significance, 
upon informed and wise judgment, and upon objectiveness 
and honesty of purpose.” In the second, he deals with the 
problem of uniformity and more particularly with the de- 
termination of income. The difficulty of attaining uniform- 
ity in this regard, he observes, is largely due to two facts, 
namely, that income accounts are designed to serve more 
than one purpose, and that accounting for income is based 
on more than one concept; and he gives a number of illus- 
trations to help his listeners to realize the impossibility 
of laying down fixed rules. In the third lecture, Mr. May 
suggests some practical lines of improvement in financial 
accounts and stresses the importance of consistency in ac- 
counting from year to year and the desirability of disclosing 
any exceptional items. 

Mr. May is an outstanding figure in the accounting pro- 
fession on this continent, and for the discussion of his 
subject possesses a background of wide experience. The 
Editorial Committee is pleased to be able to bring to its 





1See page 303. THe CANADIAN CHARTERED ACCOUNTANT, ‘April 1937. 
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EDITORIALS 


readers this series of addresses on a subject that is de- 
manding increasing consideration of the members of the 
profession. 

Members will recall the interesting paper on 
Fixed and “Constructive Accountancy” read at our an- 
Flexible nual meeting two years ago by George R. Free- 
Trusts man, F.C.A., of London, England—a native 

Canadian and a former President of the In- 
stitute of Chartered Accountants in England and Wales. 
In that paper Mr. Freeman made brief reference to fixed 
and flexible trusts in Great Britain and to the report which 
was just then being issued by a Departmental Committee 
appointed by the Board of Trade “to inquire into fixed trusts 
in all their aspects and to report what action, if any, is 
desirable in the public interest.”? 

As most of our readers probably know, the idea of the 
“fixed trust” came to Great Britain from the United States 
where, following the collapse of security prices in 1929, the 
investor was attracted to the type of investment which iz 
had to offer. It was natural that the feature of “fixity” 
of the investment would make its appeal because the in- 
vestor saw therein the possibilities of protection from the 
risks of market manipulations and of spreading the risks 
of investment. Ensuing years, however, proved this “fix- 
ity” a source of weakness. Many fixed trusts which had 
included in their portfolios public utility and railroad shares 
on which no dividends were forthcoming were forced 
through circumstances and their trust deeds to realize on 
them at prices far below cost, with the result that many 
trusts were liquidated at heavy loss. 

The fixed trust gave way to the flexible type in which 
the management had power to eliminate holdings at their 
discretion and to reinvest within a definite field of securi- 
ties. In this respect Great Britain and other countries have 
been able to profit from the experience of the United States. 
This type of trust has made an attempt, so far without any 
great success, to become a popular form of investment in 
Canada. The reason for this lack of success cannot be given 
with any degree of exactness; but its slow development 
may have been due to the fact that the movement was not 





2A copy of the Report is available from H.M. Stationery Office, 
London, price 1s. 
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started at a favourable psychological moment in the market, 
and the further fact that Canadian investors, unlike those 
in the Old Land, are looking for capital appreciation and 
for more than a moderate return on their investment. 
The first British fixed trust was estab- 
Growth in lished in 1931. The movement has made 
Great Britain rapid progress since then and its growth 
may be described as one of the outstand- 
ing investment phenomena of recent years. According to 
a review of unit trusts in Great Britain, The Economist 
(London, 28th May 1938) states that during the past three 
years the number of trusts has increased from thirty-four 
to seventy-nine and the funds of investors entrusted to them 
have risen from £25 million in 1935 to £75 million at present. 
“In the brief space of seven years,” states the review, 
“the unit trust movement has become an established in- 
stitution, occupying a useful place on the borderland be- 
tween the stock exchange—which is mainly the preserve 
of the substantial investor—and the typical institutions 
which cater for the smallest type of saver. Without dam- 
aging the progress of established thrift organizations, it 
has canalized a volume of savings which might well have 
been less prudently invested.” 
As references have been made here to fixed 
The Unit and flexible trusts, some explanation of the 
Trust terms is necessary. When fixed and flexible 
trusts are started, the promoters, who also be- 
come the managers, purchase a block of securities and de- 
posit them with the trustee who holds them upon the terms 
of a trust deed. In a fixed trust the first block of securi- 
ties purchased usually constitutes the first unit (hence the 
term, unit trusts) which, after the addition of expenses, 
is sub-divided into such number of sub-units as will cost 
some even amount, such as $1, $2, $5, etc. The managers 
then offer these sub-units for sale on which they risk a 
profit or a loss until the public buy. Before additional 
units can be created, the managers must buy fixed amounts 
of certain securities, and there is no room for variation. 
In the flexible trust, however, it is usually provided that 
the trust can be extended in size by the issue of additional 
units to the managers for public sale but all such additional 
units must be secured by cash or by investments held by 
the trustees. While the term unit is used in respect of 
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both types of trust, in a fixed trust the holder of a unit 
knows with certainty the exact investment which his unit 
represents, but in the case of the flexible trust, the holder 
does not know what securities he is interested in as these 
are constantly changing through sales and re-investments. 

There is, of course, a limit to the duration of a trust, 
usually between ten and twenty years, and at the end of 
the period the underlying securities are sold and the pro- 
ceeds distributed to the unit holders. There is also the 
possibility of provision being made for the holders to auth- 
orize the formation of an investment trust company to 
take over all the underlying securities, in which case they 
would receive shares in the company instead of cash in 
exchange for their previous units. 

As members of the profession and our 
Investors other readers are concerned with matters 
Developing of finance, the observations of The Econ- 
Self-Possession omist in its review of unit trusts are worth 

noting. The movement apart from earn- 
ing its financial reward, it states, is developing a more 
stable conception of its réle in investment practice. While 
it is now tasting the bitter draught of falling security prices 
after enjoying the sweets of a stock exchange boom, it is 
taking this medicine with more fortitude than observers 
dared to hope was possible a year ago. In fact the unit 
holder has shown no evidence of panic or eagerness to sac- 
rifice his holdings even when security values have been 
falling. The result is that managers have in the face of 
adverse market conditions experienced an adequate market 
in their units. 

The financial world, however, is full of surprises as 
those closely concerned with the trust are fully aware. 
Though the unit holder has demonstrated himself to be a 
somewhat stolid person and not easily moved by changing 
conditions, The Economist nevertheless points out that this 
does not rule out the possibility that a future depression 
might bring its “rainy days,” when he might wish to realize 
on his holdings much more readily. At the same time an 
interesting observation arising out of the survey is “that 
the typical unit holder occupies a position between that of 
the substantial operator, whose resources are sufficient to 
provide the utmost scope in market operations, and that 
of the small investor, whose primary requirement is to 
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find a safe place of deposit for his funds, without the at- 
traction of capital profits or the fear of capital losses.” 

This movement in Great Britain has with no little suc- 
cess surmounted the initial difficulties arising from reces- 
sionary markets. In the process of consolidating their 
strength, the trusts may have to give closer attention to 
problems of marketability and investment policy. “A ju- 
dicious process of amalgamation between certain groups 
might assist this objective,” states The Economist, “and 
also provide incidental economies of management. The 
movement has won its spurs, and it will not be subjected 
to the legislature’s attentions for some considerable time 
to come. Looking back over its rapid development, the 
observer cannot fail to notice the way in which it has 
divested itself of many undesirable features which sur- 
rounded its early stages. That is not to say that it has 
attained perfection; rather it suggests that an increased 
responsibility lies upon it to maintain and strengthen the 
public confidence it has won for itself.” 
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OIL ROYALTIES IN ALBERTA 


By William F. Reid, Chartered Accountant, 
Calgary, Alberta 


Was the purpose of this article is to give the reader 

a general idea as to what royalties are and how they 
are handled, a few comments dealing with the oil situation 
in Alberta are necessary in order that the subject may be 
better understood. 

For many years the oil fields of Alberta were of very 
little interest to those residing outside of this province. 
The development that has taken place during the past few 
years has resulted in Alberta, and Turner Valley in par- 
ticular, becoming an oil field of national importance, and 
one in which a very substantial amount of money has been 
spent by both the public in general and the major oil com- 
panies during the twenty-five years of its growth, dating 
back to 1913. 

During this twenty-five year period the method of drill- 
ing has gradually changed over from the cable tools (stan- 
dard rig) to the rotary rig. With the standard rig very 
few wells were completed within a year, many taking two 
or more years to reach the producing limestone. A few 
companies still use this method in spite of the slow pro- 
gress, their arguments in favour of it being that the forcing 
of mud down the hole under pressure, as is necessary in the 
case of the rotary method, is harmful to the porous lime- 
stone in the producing levels, and also that the initial cost of 
equipment is very much less than that for a rotary outfit. 
With the rotary rig a well could be drilled by contract to 
a depth of 7000 feet for approximately $150,000.00, and 
would take about six months to complete. It has now be- 
come the practice to acidize the wells after production has 
been reached in order to eat into the porous limestone and 
open up the pores and clear away any mud that was forced 
into them during drilling operations. 

This new national industry has been of great assistance, 
directly, to many interests such as those engaged in contract 
drilling, drillers and other mechanical help, machine and 
repair shops, hardware and building trades, trucking com- 
panies, drivers and garages, office help, engineering, geo- 
logical, legal and accounting professions, and an unlimited 
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number of others, including the railways and last but not 
least the Provincial government treasury. 

It may seem strange, or sound like a fairy tale, to hear 
of a company whose object is “Manufacturing Mud.” It 
might be inferred that its product is sometimes used out 
West in political campaigns. That, however, is not the case 
in this instance as the mud is manufactured and sold to 
companies drilling by the rotary method. 


Turner Valley Oilfield 

It is also of interest to note the following brief facts 
regarding the Turner Valley field:— 

Size of field of present development—approximately 
15 miles long and 1 mile wide. 

Distance from Calgary—40 miles. 

Number of wells drilled to end of 1937—approxi- 
mately 250. 

Number of wells to reach productive area (Lime- 
stone) —144. 

Approximate daily production obtainable—based on 
a technical potential fixed by the Department of Lands 
and Mines—37,000 barrels of 35 gallons each. 

Pipe line facilities to Calgary—24,000 barrels daily 
by way of two 4” pipe lines and one 6” pipe line. 

Production allowed to be taken under proration— 
30% (June 1, 1938) of 37,000 barrels or 11,100 barrels 
daily. 

Crude oil and naphtha required to supply gasoline for 
Western Canada only (Manitoba, Saskatchewan and Al- 
berta)—14,000 barrels daily. 

From the above it can readily be seen that the problem 
facing the Alberta oil industry is one of getting a market 
for its product. 

There are many subjects which could be chosen for an 
article dealing with the various phases of the oil industry, 
but space will permit a brief outline of one of them— 
“Royalties.” 

Royalties 

The word “Royalties” has, in the past few years become 
a much used word in connection with the development of 
the Turner Valley oilfield. Ia fact the word has stood out 
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so prominently that the postmaster general of Canada now 
has on the official list of post offices one called Royalties, 
Alberta, otherwise known as “Little Chicago” in the south 
end of the Valley. 

The term “Royalties” is applicable to many industries 
and products, but in this article they will be dealt with only 
in so far as they relate to the oil industry in the Turner 
Valley oilfield of Alberta. 

All mineral rights, including the petroleum and natural 
gas which may be located on or under all lands, in the 
Province of Alberta, are reserved to the Crown (Provincial 
government) with the exception of certain freehold lands. 
This then gives the Province the title to all oil and gas 
recovered from these lands; and in order that development 
may take place the Department of Lands and Mines of Al- 
berta periodically offers these rights, subject to ten per 
cent. of all production obtained being payable to the Pro- 
vincial government, to the public at a price of fifty cents 
per acre as a filing fee, and an annual rental thereafter of 
one dollar per acre, the purchaser becoming the holder of 
a Crown lease, identified by a number and which is subject 
to the rigid regulations of the Department of Lands and 
Mines. 

After the boom years of the late twenties it became 
more and more difficult to continue the development of oil 
properties from the proceeds of sales of shares as it had 
been the experience of investors that, as a general rule, 
the companies fortunate enough to secure production had 
not passed on these benefits to the investors by way of 
dividends, and with restricted funds available for invest- 
ment the investor was reluctant again to buy shares. This 
condition usually vanishes during a boom period, such as 
the one in the early months of 1937, and at such a time 
one finds that the investor is ready and willing to buy any- 
thing that looks or sounds like a share, as he is in a highly 
speculative frame of mind and is not very much concerned 
(until the boom is over and he is still left with his shares) 
with what return he will get on his investment—all he 
hopes is that the market will keep on rising and he will 
be able to sell his shares at two, three or many times their 
original cost to him. 

The condition in the early thirties, then, gave rise to 
the idea of promoting further development by the sale of - 
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units of anticipated production—Royalties—in which case 
the investor was assured of getting some return should 
production be obtained in commercial quantities, and as an 
assurance that payments would be made to him an assign- 
ment of production, to the extent that royalties were sold, 
was made to a trust company with provision being. made 
for the payments to be made monthly, quarterly, or upon 
the accumulation of a specified sum. 

The purchaser of a royalty received a royalty trust cer- 
tificate which entitled him to the percentage of production 
stated on the certificate—usually in fractions of one per 
cent., such as one fifth of one per cent. The certificate 
would provide for certain deductions (from which arises 
the term “Net Royalty”) from the proceeds of the sales 
of production, and would contain a reference to the fact 
that it was subject to the conditions contained in the trust 
agreement which would be a ailable for inspection at con- 
venient times and places. As the terms and deductible 
items contained in the trust agreements are many and 
varied, all too often the purchaser has not taken the trouble 
to examine or find out what was contained in the trust 
agreement, with the result that he bought something which 
later turned out to be just a bit different from what he 
thought he was buying. From this it can readly be seen 
that the contents of the trust agreement have a very direct 
bearing on the value of a royalty. 

Many of the earlier royalties were, from the purchasers’ 
point of view, better than some of the more recent issues 
as such terms as “production hook-up,” “equipment,” “acid- 
ization,” “tubing,” etc. were not woven into the trust agree- 
ments. It has now become general practice to include such 
items as deductible items and hence borne by the net royalty 
holders. 

Royalties—Gross and Net 

At this point a distinction should be made between gross 
royalties and net royalties. A simple explanation is as 
follows :— 

Mr. X. is the holder of a Crown lease and assigns 90% 
of production therein to Y. Co. Ltd. for suitable consider- 
ation, retaining 10% for himself. Y. Co. Ltd. then assigns 
an 80% interest in the original lease to a trust company 
and earmarks 10% for the government royalty. The 10% 
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assigned to Mr. X. and the government 10% are gross royal- 
ties, and the 80% assigned to the trust company is net 
royalty, due to it having to bear the various deductions set 
forth in the trust agreement. Mr. X. may then, if he 
wishes, assign his 10% or part of it to a trust company 
and thereby create an entirely different trust, and for which 
gross royalty certificates are issued to those purchasing 
same. While these are termed “gross” there is usually a 
small deduction to cover the trustee’s fees and disburse- 
ments. The royalty trust certificates are usually issued 
under the name of the company or the individual, and might 
be applicable to a specific well or any wells drilled on a 
specific acreage. The gross royalty, having a much greater 
value, is quite often divided into some very small and un- 
wieldy fractional units, such as ‘one four hundred and 
eightieth part of 1%. The term ‘funwieldly” is used in no 
small measure as one can readily see the significance when 
he is faced with the task of adding up a list of the royalties 
held and he finds a multitude of odd fractional parts such 


Mr. Black ..... »- 1/480 of 1%, 
Mr. White ....... 3/82 of 1%, 
Bs. WE ses tdnns 79/840 of 1%, 


and so on down a list of perhaps two hundred names, com- 
mon denominators becoming more difficult to find as you 
proceed down the list. 

Corporation lawyers would do well, in the opinion of 
the writer, to make provision for the limiting of fractional 
parts to one hundredths only, and for convenience they 
could be stated in decimals to two places so that a person 
holding three-fifths of one per cent. would have a certificate 
marked 0.60%. The benefits of this method are quite 
apparent. 

Although reference is usually only made to gross and 
net royalties there are actually various kinds of each, de- 
pending upon the terms of the trust agreement, and it is 
for this reason that prospective purchasers would be well 
advised to examine, or otherwise find out, the contents of 
the trust agreement. There is almost no end of variations 
but the following will give the reader a general idea of the 
extent of these variations: 

1. Gross Royalty—covering a definite percentage of 
the proceeds from the sales of production, including tail 
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gas sold to absorption plants, no deductions whatsoever 
being made. (Tail gas is the waste gas burned from a 
flare line and is frequently sold to absorption plants for 
the extraction of any naphtha content which might re- 
main). 

2. Gross Royalty—with certain limited deductions 
such as: 

(a) A proportionate part of the government roy- 
alty or a proportionate part of the government royalty 
in excess of 5%. (The government royalty originally 
was 5% with provision to increase it to the present rate 
of 10%, and provision is also made that it can be fur- 
ther increased to 1214%). 

(b) A proportionate part or all of the production 
hook-up equipment, consisting of separator, tanks, fit- 
tings and the other equipment necessary for the hand- 
ling of production. This class of expenditure may vary 
from about $7,000.00 to $20,000.00 or more, depending 
upon the quantity of production obtained. More re- 
cently the cost of acidation and tubing has been con- 
sidered in this category. 

Both of the above types are actually gross only to the 
extent that no deductions are made for operating costs. 

3. (a) Net Royalty—bearing a proportionate part or 
all of the operating costs. (The cost of running the 
well and handling production after commercial produc- 
tion has been obtained). 

(b) Net Royalty—bearing a proportionate part or 
all of the hook-up costs; operating costs; government 
taxes or other levies. 

(c) Net Royalty—bearing more than a propor- 
tionate part of hook-up costs; operating costs; govern- 
ment royalty; government taxes or other levies. This 
situation might and does arise in a case where a gross 
royalty of 15% is issued ahead of the net royalty, leav- 
ing the 85% to bear the 10% government royalty and 
the full 100% of operating costs, etc. 

(d) Net Royalty—without any deduction for gov- 
ernment royalty in the case of freehold lands. 


Determination of Royalties 
One might now ask the question: “What happens after 


a well strikes oil in commercial quantities; and how are 
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the amounts payable to royalty holders determined?” The 
company must first find a buyer for its oil. Where the 
production obtained is substantial, an agreement may be 
entered into with one of the major oil refining companies 
to sell to them at the prevailing field prices the entire out- 
put of the well, delivery being made to the pipe line of the 
refinery from the company’s flow tanks, and the quantities 
so delivered being recorded by a meter. If such an agree- 
ment is not entered into, sales may be made to the smaller 
independent refineries and delivery made by tank truck. 

Samples of the oil are taken at the time of the sale from 
which the specific gravity is determined and upon which 
the price is based. 

Monthly production distribution statements are compiled 
which arrive at the amount payable to the gross royalty 
holders and the amount to be paid over to the trustee for 
distribution to the net royalty holders. The following state- 
ments will serve to show how these monthly royalty pay- 
ments are determined, in the case of two types of royalties 
only. 


DISTRIBUTION OF PRODUCTION FOR THE MONTH OF 
MARCH, 1938. 


Covering a Well with a Landlord’s Gross Royalty and one Net Royalty 
Trust Agreement—the Government Royalty being provided 
for in the total 100%—on the basis of 500 barrels 
per day, 48° gravity—price $1.30 per barrel. 


Trust 
Total Landlord’s Aan Government 
100% 10% Gross 80% Net 10% Gross 
eA ee an are $20,150.00 $2,015.00 $16,120.00 $2,015.00 
Operating cost ..... 750.00 ao 750.00 os 
eee 19,400.00 2,015.00 15,370.00 2,015.00 
Hook-up cost ...... 10,000.00 —- 10,000.00 - 
Distribution ....... $ 9,400.00 $2,015.00 $ 5,370.00 $2,015.00 
Monthly payment by trust 
company for each 1% .... $ 201.00 $ 67.00 
Monthy payment for each 1% 


after hook-up costs paid .. $ 201.00 $ 192.00 


JULY, 1938. 15 





THE CANADIAN CHARTERED ACCOUNTANT 


DISTRIBUTION OF PRODUCTION FOR THE MONTH OF 
MARCH, 1938. 







Covering a Well with a Landlord’s Gross Royalty and two Net Royalty 
Trust Agreements on the basis of 500 barrels per day, 
48° gravity—price $1.30 per barrel. 


No. 1 Agreement bearing its proportion of, and 
No. 2 Agreement bearing the remainder of 


Landlord’s 
20% Gross 


$4,030.00 


Government royalty 
{operating costs 


Hook-up costs 


No. 1 No. 2 
Agreement 
10% Net 70% Net 


$2,015.00 $14,105.00 


Agreement Government 


10% Gross 


$2,015.00 


Total 
100% 
WOE Se eas cece $20,150.00 
Government 
DOPRIET. 4 ses case — 
PND 4 scawica ay 20,150.00 
Operating cost ... 750.00 
ND: cn was nus 19,400.00 
Hook-up cost .... 10,000.00 
Distribution ..... $ 9,400.00 


Monthly payments by trust 
Company to royalty hold- 
ers of each 1%, or pro- 
portionate part for frac- 
tional units—in even dol- 
lars only 


Monthly payments for each 
1% after hook-up costs 
BE was Sviewse saan tearm 


$ 201.00 


$ 201.00 


$ 173.00 $ 


201.50 1,813.50 
1,813.50 12,291.50 
75.00 675.00 
1,738.50 11,616.50 
1,000.00 9,000.00 
$ 738.50 $ 2,616.50 
$ 73.00 $ 37.00 
165.00 
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ACCOUNTING FOR RETURNABLE CONTAINERS 
By Charles W. Smith, Baltimore, Maryland 


Editor’s Note: Inquiries have come from some of our readers re- 
garding a suitable method of recording containers, and the reply made 
to one appeared in the Correspondence Column in the May issue. 
To provide further particulars to those interested in this subject, we 
asked for and have received the kind permission of the National 
Association of Cost Accountants of New York to publish Mr. Smith’s 
article which appeared in the Bulletin of the Association in July 1937. 
The reader should keep in mind that the income tax laws of the 
United States and of Canada differ, and that the decisions of the 
United States courts are based on the income tax laws of that country. 
A reference to Mr. Smith appears in “Our Contributors This Month.” 


——— THE subject of accounting for returnable 

containers has been rather neglected in the literature 
of accounting, it is nevertheless important and at the same 
time interesting. The subject is important because large 
sums are invested in returnable containers and neither the 
profit and loss statement nor the balance sheet will reflect 
true conditions unless proper recognition has been given 
to all the facts surrounding returnable containers; the sub- 
ject is interesting because the accounting problems it pre- 
sents have no parallel in other transactions. 

Returnable containers are of many kind and description. 
Thus we have cement sacks, cake boxes, milk bottles, beer 
bottles, kegs and barrels, metal drums, steel cylinders, reels, 
tank cars and many other varieties. Containers may be 
cheap or expensive, fragile or durable. 

The contractual arrangement between the vendor and 
vendee likewise varies according to the nature of the con- 
tainer and the nature of the businesses using it. In some 
instances the customer has the option of keeping the con- 
tainer or returning it, whereas in other cases the con- 
tainer is the absolute property of the vendor and must be 
returned. The customer is charged a deposit for the con- 
tainer in some industries, whereas in others no charge is 
made. In some businesses the customer has the use of 
the container free, whereas in others he is charged for its 
use, and in still others a charge is made after the elapse 
of a free time. 

The accounting, of course, must voice the facts. The 
accounting depends upon two things: the nature of the 
container and the contract of the supplier with the cus- 
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tomer. In general, accounting for returnable containers 
may be divided into: 

(1) Cost of container 

(2) Depreciation 

(3) Liability for refund upon return. 

In order to show concretely the application of accounting 

principles to returnable containers, the accounting for a 
selected group of them will now be discussed. 


1. Cement Sacks 

A few years ago cement sacks cost the manufacturers 
about 20c each, but they were billed to customers at 10c 
each and were the subject of a credit or refund of 10c each 
upon being returned in good condition. It will be recognized 
that a manufacturer was thus faced with two costs or 
losses, (1) the difference between 20c and 10c a sack for 
each new sack shipped, and (2) the loss of 10c on each 
old sack in his possession which was unusable. Three 
methods have been employed in accounting for the cost of 
sacks under the circumstances just outlined. Under the 
first method, the difference between 20c and 10c a sack 
is taken as a loss when the sacks are purchased. To il- 
lustrate, assume that 10,000 sacks are purchased and then 
2,000 are shipped out. The entries would be as follows: 


New sack inventory ........... $1,000 
Container cost (Expense) ...... 1,000 

sc Riesis beta we ecee $2,000 
ComteRNe GONE ki cis daicccce ces $ 200 

New sack inventory ........ $ 200 


At the same time the customer is charged and Cement 
Sales, Revenue from Sale of Sacks or a similar account 
credited as explained later. When the sacks are returned 
the entry is: 

Old sack inventory ............ $ 200 
Cash or accounts receivable $ 200 
at 10c for each sack returned. 

For the shipment of old sacks the entry would be: 

Container cost (Expense) ...... ; 
Old sack inventory ........ 
also at 10c each. 
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Under the second method the loss on new sacks is not 
recognized until the new sacks are shipped. Thus con- 
tinuing the illustration mentioned above of 10,000 sacks 
purchased at 20c each and 2,000 shipped at 10c each, the 
entries would be: 


New sack inventory ........... $2,000 

I ie ah iE Silica ety waa $2,000 
(10,000 sacks at 20c each) 
Container cost (Expense) ...... $ 400 

New sack inventory ........ $ 400 


(2,000 sacks at 20c each) 

The entry for returned sacks and for the shipping of 
old sacks would be the same as outlined under the first 
method. Where the second method is in operation it is 
desirable to feed out the new sacks as evenly as possible 
in order not to overburden any one or more periods to the 
advantage of others. 

Under the third method, the cost of new sacks is com- 
bined with the cost of old sacks and an average price for 
charge-outs is obtained. The average price is determined 
as of the first of each month and that price is used for 
all shipments during the month. To illustrate, if 20,000 
sacks were on hand at the beginning of a month at an 
average cost of 15c and 10,000 new sacks were purchased 
at 20c and 20,000 old sacks purchased or redeemed at 10c 
and 15,000 sacks shipped during the month, the inventory 
account would appear as follows: 


Sack Inventory 


20,000 sacks @ 15c. .$3,000 15,000 sacks @ 15c. . $2,250 
10,000 sacks @ 20c.. 2,000 Balance 25,000 sacks 
20,000 sacks @ 10c.. 2,000 OP FRG ic tecices 4,750 











50,000 $7,000 $7,000 


The price 13.57c would be used for charge-outs in the 
succeeding month. 

The objection to the third method is that the inventory 
value may be overstated. The second method appears to 
be the most accurate, although it involves a little extra 
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work in keeping track of the new sacks shipped. The first 
method obviously falls short of good accounting. 

The next question involves depreciation. Should a re- 
serve for depreciation be set up for the sacks, and if so 
should it cover only the sacks in the possession of the 
manufacturer or should it cover the sacks in the hands of 
customers too? It is suggested that a reserve for deprecia- 
tion is unnecessary. In the first place, a large part of the 
loss is recognized under a proper system of accounting 
when new sacks are shipped. As long as old sacks are 
usable, they have a value of 10c each. If the sacks go bad 
in the hands of customers, the customers, according to 
rule, bear the loss. Hence the only additional loss to the 
manufacturer is on the sacks which become worthless in 
his hands. (We must be realists enough to know that 
sometimes it is prudent to accept worthless sacks from 
good but insistent customers). A reserve for such losses 
should be set up monthly, based upon the experience of 
the manufacturer, by a charge to Cost of Containers; when 
sacks are deemed worthless they are charged to the reserve 
and credited to the Old Sack Inventory account at 10c each. 

The final question under this section relates to the 
amounts paid for the sacks by the customer. Should such 
amounts be included as Cement Sales, as Revenue from 
Sale of Sacks or should the amounts be classified as a liabil- 
ity and called Deposits on Sacks? According to strict ac- 
counting theory the second method (Revenue from Sacks) 
is the most accurate for the sacks are actually sold, but 
for convenience, the total amount charged customers is 
frequently included in Cement Sales account. This, of 
course, offsets the charge made to the Container Cost ac- 
count mentioned earlier. The deposit account has no place 
in the immediate scheme of things, for in order for a de- 
posit account to be operative it would be necessary to show 
as sacks owned all sacks in the possession of customers as 
well as those on hand, an unwieldy and impractical pro- 
cedure and one not likely to produce accurate results because 
the sacks held by the customers are not owned by the 
manufacturer. It follows, therefore, that the method ad- 
vocated by the writer treats the amounts paid for sacks 
by customers as sales and the “redemption” of them as 
purchases. 
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Suppose, however, the sacks cost the manufacturer 10c 
each and were subject to redemption at 20c each. Ob- 
viously such a practice would be bad, but it has existed. 
Then there would seem to be no recourse but to set up a 
liability account showing the liability to redeem or repur- 
chase the sacks at 20c each. All sacks, whether in the 
hands of the manufacturer or customers would be shown 
as an asset at cost. Those sacks which experience indicate 
would not be returned, would be charged off periodically, 
and at the same time the deposit thereon would be ap- 
propriated. 

The income tax decisions on the subject are interesting. 
In Dewey Portland Cement Co. v. Crooks, 57 F. (2d) 499, it 
was held that the sacks were sold to the customers and 
any amount charged to customers for cement sacks should 
be included in revenues. The price quoted for cement in- 
cluded the sacks; the sacks were repurchasable at 25c each. 
A liability for the sacks to be repurchased was not ap- 
proved by the court. 

In Alpha Portland Cement Co. v. United States, 67 Ct. Cl. 
680, it appears that the contract between vendor and vendee 
specifically provided that title to the sacks vested in the 
company and were only leased to the customer. The court 
held that sales of sacks did not take place and that only 
the deposits on the sacks which would not be returned (as 
indicated by the experience of the company) should be re- 
ported as income. Thus title to sacks seems controlling for 
income tax purposes. 

2. Cake Boxes 

To a large extent a few years ago and to a lesser extent 
in more recent times, it has been the practice of large 
biscuit and cake companies to ship their products in metal 
containers. For purposes of illustration let it be assumed 
that the containers cost the bakers 60c each and that a 
charge of 50c each was made to the customers. 

The accounting for cake containers might well follow 
that suggested for cement sacks were it not for three 
things: (1) The amount of the charge or deposit is rela- 
tively larger and may involve a substantizl liability. (2) 
Cake boxes have more of a habit of returning home than 
cement sacks, (probably because of the relatively larger 
charge and also because of the practice of permitting con- 
tainers not in good condition to be returned). (3) Cake 
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boxes might still be in usable physical condition, hence re- 
turnable but unusable in fact because unsightly. 

Accordingly, it would seem proper to credit the amounts 
charged to customers for containers to a liability account— 
Deposits on Containers. Such being the conclusion, no loss 
on new containers should be recognized when they are first 
shipped. When containers are first purchased they should 
be charged to a Container (asset) account. An inventory 
record should be kept showing the containers which should 
be on hand and those in the hands of customers, but there 
is no need to carry this segregation to the general ledger; 
a statistical record is sufficient. 

What about depreciation? Depreciation should be recog- 
nized. The container account becomes the base for de- 
preciation charges and the cost of containers (whether in 
the hands of the vendor or in the possession of customers) 
should be spread over the average life of the containers. 
When containers become worthless, they should be credited 
to the asset account and charged to the reserve. If the 
year of purchase and cost be known, then only the deprecia- 
tion accrued to date of abandonment should be charged to 
the reserve and the difference between that amount and 
cost should be charged to Loss on Containers. 

Some containers, of course, will never be returned. The 
number thereof can be estimated after several years of 
experience. An estimate of such containers should be made 
periodically and the total deposits thereon (containers 
x 50c) charged to Deposits on Containers and credited to 
other income or, conservatively, to the reserve for deprecia- 
tion. Again, if the exact containers can be identified (years 
acquired and cost), the entry would be a debit to Deposits 
and a credit to Profit and Loss on Containers. 

In the case of cake containers the amounts charged to 
customers for the containers are not credited to revenue 
since a sale is not deemed to have taken place. 

The position advocated herein is in conflict with a de- 
cision of the United States Board of Tax Appeals in the case 
of Iten Biscuit Co. v. Commissioner, 25 B.T.A. 870. In that 
case the company claimed it did not sell the containers but 
that they always belonged to it no matter where located. 
The Board disagreed. It held that the transactions where- 
by customers became possessed of the containers was not 
a bailment because the customers were not required to re- 
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turn the actual containers (any container “even if it is 
picked out of a junk heap” would be accepted) and the 50c 
deposit could be paid in satisfaction of the claim of the 
company. Accordingly, the deposits charged customers 
were held to be sales and not liabilities and the company 
yas enjoined from taking depreciation on the containers 
not actually in its possession. 

However, the scheme herein advocated adheres to the 
conservative principles of accounting and should be pre- 
ferred to a method which does not disclose the full facts. 
It may well be argued that there is little difference, except 
physical, between cake containers and cement sacks, but it 
is suggested that there is sufficient difference to warrant 
different accounting treatment. 

3. Milk Bottles 

Milk bottles come under the category of returnable con- 
tainers. Unlike cement sacks and cake boxes the customers 
are not usually charged for them, hence no question of 
liability for deposits arises. The only real problem presented 
is the determination of the amount which should be charged 
to expense on account of them. 

When bottles are purchased they may very well be 
charged to New Bottle Inventory, and when put into use 
the latter account may be credited and Bottles in Use 
charged. The latter account is an asset account. An in- 
ventory record may be kept showing the bottles by sizes, 
both new bottles and those in use. Depreciation as such is 
not recommended, for bottles do not wear out, but a Reserve 
for Bottle Losses should be set up monthly, based upon the 
experience of the past. Many bottles, of course, will not be 
returned and some of them will be returned in a defective 
condition. The reserve for Bottle Losses should be charged 
and a concurrent credit made to Bottles in Use yearly or 
oftener for the cost of those bottles which have gone astray 
or been destroyed. The losses must be estimated, of course, 
because there is no accurate and practical method of deter- 
mining the actual number of bottles in use. 

One method, which is conservative and satisfactory, is to 
add to the number of bottles actually on hand as at the end 
of a particular day the bottles delivered that day, and to call 
the total Bottles in Use. Any difference between the total 
thus arrived at and the inventory record is charged to Re- 
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serve for Bottle Losses and the inventory record adjusted 
accordingly. The inventory should list the bottles by sizes. 
An average cost according to size satisfactorily represents 
the cost per unit in determining the amount of the charge- 
offs. 

4. Beer Bottles and Barrels 


The revivification of the brewing industry has brought 
to the fore accounting for beer containers. Beer is usually 
sold in bottles by the case (24 bottles to the case) and in 
barrels (frequently one-half and one-quarter barrels). It 
is a custom of the trade to require deposits on cases, bottles 
and barrels and this custom must be given recognition by 
the accountant. 

When beer containers are first purchased they should 
be charged to their respective inventory accounts and when 
put into use, the latter account should be credited and cases, 
bottles and barrels, etc., concurrently charged. There are 
two methods of accounting for cases and bottles shipped. 
Under the first method, the amount charged to customers 
for cases and bottles is credited to sales; hence the cases 
and bottles shipped should be charged to expense. The per- 
tinent entries follow: 


Accounts receivable .............. $22.50 
EE Sy Hbaiivc desde edie se $15.00 
NR dw ee de Saw dade bys 2.50 
ee 2.70 

(To record sale) 

BR re ee ee eee $ 2.70 

ED 6 bu ERIN cause didocceas - §.10 
ee iia ewhww ee we $ 2.70 
ee GED i Siewescdods oes 5.10 


(To record container cost) 
When the cases and bottles are returned, the entry is: 


ee re ane ere $ 2.50 
I ND AGA s Siw ens wiwsedsce 5.00 
Cash or accounts receivable ..... $ 7.50 


Thus the cases and bottles shipped are deemed to repre- 
sent sales. The cost of cases and bottles represent an aver- 
age cost. The chief objection to the method is that no 
liability is shown for the containers which will be returned 
(redeemed) in the ordinary course of business. The brew- 
ery is not in the business of selling containers. 
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The other method, which is preferable, is to consider the 
cases and bottles as always belonging to the brewery, no 
matter whether in its physical possession or in the posses- 
sion of customers. The amounts paid by or charged to cus- 
tomers as deposits are credited to a liability account rather 
than to sales. Thus if ten cases of beer were sold to a cus- 
tomer at $1.50 per case plus a deposit of 75c on each case, 
the entry would be: 


Accounts receivable .............. $22.50 
Sw awk s FAW s sn UR RES $15.00 
Deposit on containers .......... 7.50 


When the customer returns the case the following entry 
would be made: 

Deposit on containers ............ $ 7.50 

Accounts receivable ............ $ 7.50 

If the customer paid this amount by cash, the entry 
would be: 

Se “ial cadeoers vasaeeaiedakeands $22.50 

Accounts receivable ............ $22.50 
and the liability account would remain unchanged. Usually 
no entry is made to reflect the containers in the possession 
of customers although there is no objection to showing that 
fact by the following entry: 

Cases in hands of customers ....... ..... 

Bottles in hands of customers ..... ..... 

EE Sek Couch wehwaeae:. i i wher 

PP cite sickadieasiené 1... seen 

Depreciation is not recognized under the first method. 
At periodic intervals physical inventories of the containers 
on hand are taken and the difference between the physical 
inventory figures and the book figures is charged to Losses 
on Cases and Bottles, an account built up by monthly 
charges to expense. 

Under the second method it is quite usual to ignore de- 
preciation, although some companies accrue depreciation on 
both cases and bottles whereas others accrue depreciation 
on cases alone. If depreciation be taken it should cover 
containers in the hands of customers as well as those in the 
possession of the brewery. Losses under the second method 
must be accounted for. The differences between the physi- 
cal inventories and book inventories of cases and bottles in 
the possession of the brewery should be charged to Losses 
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on Containers or to the Depreciation Reserve if one be kept. 
In addition to the above, certain containers will never be re- 
turned. The latter must be estimated of course, and when 
the containers are charged off the respective amounts of 
deposits should be appropriated. The entries for the two 
transactions might appear as follows: 

DOUNOR CU CORERINNED cic ccciceces veces 
I Ss ca eb wie ial.) h' -olnlee 
ig Saba eatin oy. aR 

(To charge off containers which will not be returned.) 

Deposits on containers ........... seees 
ieee os nt ele 

(To appropriate deposits on containers which will not 
be returned.) 

If a depreciation reserve is maintained, that account 
would appear in place of Losses on Containers above. No 
adjustment to the customer’s account is necessary, but if 
an account be paid up a long time except for the container 
charge, the latter should be collected. 

The accounting for barrels should follow the second 
method under the present sub-heading. Barrels are not sold 
to customers. They remain the property of the brewery, 
hence they should appear in its balance sheet. The deposits 
charged customers are almost invariably credited to a li- 
ability account. Barrels are likewise subject to deprecia- 
tion and a depreciation reserve should be set up for them. 

The United States Board of Tax Appeals has held that 
the second method above does not satisfy the requirements 
of the income tax laws but that the first method, treating 
the deposits as sales, does meet the requirements. 

In the case of Plymouth Brewing Company v. Commissioner, 
16 B.T.A. 123, the Board of Tax Appeals held that contain- 
ers, such as cases, bottles and kegs, were in fact sold to 
customers and that the amounts charged customers as a 
deposit or otherwise for the containers should not be ex- 
cluded from income. As a corollary, the cost of all contain- 
ers, new and repurchased, should be charged to expense and 
the containers actually on hand at the close of the fiscal 
year shown as an inventory item. It should be noted that 
the income tax law does not necessarily and in all cases 
follow or adopt conservative accounting practices. 

A word concerning customers’ accounting. In the brew- 
ery business the containers (kind and number of each) 
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charged to each customer is deemed necessary information. 
The information is shown in each customer’s account by 
providing columns for containers shipped, returned and for 
the balance due. There are many variations of the ledger 
sheet but all have the same theme. The container columns 
are statistical only. The amounts charged for containers 
and credited for their return are entered in the amount 
columns. Some accountants claim that for balance sheet 
purposes the accounts receivable should be divided and 
show separately the amounts due for beverage and the 
amounts due for containers. The information, if desired, 
can easily be obtained from the ledger accounts. 
5. Cylinders and Drums 

Cylinders and drums are used in many industries. Cylin- 
ders are employed to ship gas of many varieties and drums 
are used to ship liquids, chemicals, etc. The contracts be- 
tween vendor and vendee in regard to cylinders and drums 
are likewise varied; sometimes a deposit is charged and 
sometimes not; in some businesses a charge is made for the 
use of the containers whereas in others no charge is made, 
while in still other instances a daily charge (demurrage) 
becomes effective after the lapse of a specified free time. 
Cylinders and drums are expensive and frequently represent 
a very large investment. Because of the relatively high 
cost and because each cylinder or drum can readily be iden- 
tified by number, the accounting for those containers in- 
volves problems not encountered in accounting for the other 
containers discussed hereinbefore. 

When cylinders or drums are purchased they are prefer- 
ably charged to an asset account such as Néw Cylinders, 
and when placed in use, the latter account is credited and 
Cylinders in Use (another asset account) charged. New 
cylinders should not be released from the storeroom except 
upon proper requisition. When the cylinders or drums are 
shipped to customers, there is no need to credit the Cylin- 
ders or Drums in Use account, but a statistical record should 
always be kept showing by sizes the cylinders or drums 
which should be on hand and those in the possession of 
customers. If the customers are charged with amounts 
representing deposits on the containers, the invariable rule 
is to credit such amounts to a liability account—Deposits on 
Cylinders or Drums. The accounts receivable are not 
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usually divided between amounts due for the product and 
deposits. The return of these containers calls for the usual 
credit to the customers’ account and a concomitant charge 
to the liability account. 

If no charge is made for the use of the containers (a 
rental charge in contradistinction to a deposit), the. only 
problem is to have the container returned within a reason- 
able time and the solution to that problem follows shortly. 
If a charge is exacted at the end of each month or at the 
time the container is returned (each month gives more 
accurate monthly statements), an entry is made as follows: 


Accounts receivable ..........255  sevcs 
Rent of cylinders or drums ..... = =  — waeee 

A reserve for depreciation should always be set up for 
cylinders and drums and each container should be considered 
a unit for the purpose of computing depreciation charges. 

Each container should be numbered in such a manner as 
to permit of ready identification. A card ledger should be 
maintained for each container showing its number, size, 
description, cost and amounts set up in respect thereto for 
depreciation. The card record will support the general 
ledger account, Cylinders or Drums in Use, and it will like- 
wise show the details of the Reserve for Depreciation— 
Containers. When a cylinder or drum is abandoned the 
cost thereof, as shown by the card record, should be credited 
to Cylinders or Drums in Use, the amount of accrued de- 
preciation charged to the reserve for depreciation, and the 
balance, if any, recorded as a loss. 

The location of each container must be known at all 
times. In order to obtain this information the customers’ 
account should show all containers, by numbers, issued to 
them, all returns and the balance due. In addition to the 
customers’ records which do not show the containers in 
numerical sequence, a numerical record is sometimes main- 
tained. The latter record is filed numerically and shows at 
all times the location of each container. Close co-operation 
between the shipping-receiving department and the account- 
ing department is essential for the successful operation of 
the record. 

If rent is charged for the use of cylinders and drums, 
then, usually, at the end of each month, the customers are 
billed for each container at a specified rate per day for the 
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number of days held during the particular month. The 
necessary billing information is obtained from each cus- 
tomers’ account. Before the bills are sent out, they are 
checked with the numerical record as a precautionary meas- 
ure. When a container is returned, the receiving report is 
compared with the numerical record and the customer is 
billed for the number of days which have elapsed since the 
last of the previous month or from date of delivery if de- 
livery occurred during the same month. If free time is 
allowed before demurrage begins, it is suggested that the 
most convenient method is to wait until the container is 
returned before billing the customer. This method may not 
result in the most accurate monthly statements, but to cure 
that defect an entry as follows can be made at the end of 
each month. 

EE Sac skaihevesaNede. .«ea09 

EE ee 
and the entry reversed at the beginning of the following 
month. 

Because of the value of the containers such as cylinders 
and drums, a monthly report showing all such containers 
outstanding more than a specified number of days should be 
compiled. The report can be compiled from either the num- 
erical record or the accounts receivable ledger. 

Large containers are usually returnable at the expense 
of the owner, hence the owner frequently has a liability for 
freight. This liability should be recognized by crediting 
monthly an accrued freight liability account and by charg- 
ing the freight paid to that account. 

Many types of returnable containers not discussed here- 
in will probably occur to the reader. Neither space nor time 
permits of a discussion of some of the relatively more im- 
portant containers which have not been mentioned. It is 
undoubtedly true that the accounting scheme for containers 
will vary, depending upon the nature of the container and 
the terms of the contract between vendor and vendee. It is 
believed, however, that the accounting methods discussed 
herein, either singly or in certain combinations, will apply 
to most of the returnable containers not portrayed. At 
least that is the writer’s hope. 
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SOME OBSERVATIONS BY A NEWCOMER TO THE 
GAS INDUSTRY* 


By Melville W. Waddington, Chartered Accountant 
Toronto, Ontario 


Mr. Chairman and Gentlemen: 


When requested by the Chairman of the Papers Com- 
mittee to address you upon the subject “Some Observations 
by a Newcomer to the Gas Industry,” my initial reaction 
was one of combined hesitancy and reluctance, for after all 
I had come upon the scene so recently as November, 1937. 
Be that as it may, it suddenly dawned upon me that I had 
been presented with a blank cheque duly dated and signed 
by a great Canadian industry, and it remained for me only 
to fill in whatever figure seemed reasonable in such very 
tempting circumstances. 

Having accepted, therefore, the challenge presented by 
such an opportunity, I find myself today in this formidable 
court of judgment, but I am content to abide by your de- 
cision as to whether or not in those remarks which follow 
I have exceeded all ordinary bounds of discretion. Some of 
these comments may seem to be revolutionary, but if so I 
crave your indulgence, for I am merely attempting to apply 
analysis in such a way as to reach constructive conclusions. 
There is everything to be won if we use the lessons of past 
experience as an incentive to appraise properly, at some- 
thing like their true value, the possibilities of the moment, 
and to seize those chances for achievement which accom- 
pany the march of time, especially in such an era as the 
present when the advance in industrial progress is geared 
to a pace unprecedented in the history of the human race. 

During these last few months, my principal objective 
has been to focus the widest possible range of vision upon 
this great gas industry,—to learn something of its evolu- 
tion and its progress to date, to get to grips with some of 
its problems whether real or imaginary, and from it all to 
discover, and to develop if possible, some potentiality which 
might increase its application and its service in a funda- 
mental way. To say that I have succeeded is presumptuous, 


*A paper read at the 3lst Annual Convention of the Canadian Gas 
Association, Toronto, 9th and 10th June 1938. 
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but I am convinced that the following considerations are 
worthy of your most earnest attention. 

The vigorous strength of this industry has long since 
been demonstrated, and the past contributions of gas to 
the comfort and the welfare of humanity are already ob- 
vious. There is therefore no need to dwell at length upon 
the subject of our virtues. Gas was discovered well over 
a century ago, and the light afforded by this wonderful 
commodity entitles our product to much of the credit for 
the advancement of civilization so clearly demonstrated 
throughout the nineteenth century. This original territory 
of lighting by gas was later invaded by the electrical in- 
dustry, and we must concede that the invader, early in this 
twentieth century, captured this market with conspicuous 
success, so far as least as North America is concerned. Gas, 
already strongly entrenched in the cooking field, adapted 
itself to the new order of things with amazing rapidity, and 
its thrilling conquests in this and other directions are al- 
ready known to all of us. 

This success was observed by competitors dealing in 
other forms of fuel, and it was quickly obvious that gas 
could not hope to enjoy for long its almost undisputed mon- 
opoly. It must be admitted that in recent years competi- 
tive fuels have advanced their position slowly but per- 
sistently, and that in consequence this industry is facing 
today a serious, if temporary, crisis. Nor can it be denied 
that for a time many in the gas industry became seriously 
alarmed; that something approaching a defeatist complex 
attacked our executives and other workers; and that those 
concerned with the industry were bewildered by their fail- 
ure to find an immediate satisfactory solution. Providenti- 
ally, research activity was launched upon a really compre- 
hensive scale, and the results of this effort have been noth- 
ing short of phenomenal. Despite this fact, rival fuels have 
continued relentlessly to invade the territory, until today 
every gas undertaking feels their competition and seeks to 
find relief. 

Natural Advantages of Gas Industry 

Having regard now to our wonderful natural advant- 
ages, in what direction does the answer lie, and how may 
we find it? My personal conviction is that the logical and 
the ideal solution is readily available if only we will reach 
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out and grasp it. Before suggesting to you the path along 
which, in my opinion, every serious obstacle may be over- 
come, may I first attempt to summarize those elements of 
undeniable strength which characterize the foundation 
which lies beneath our present structure. These, amongst 
other salient points, will occur to every one of us, viz.:— 

1. Every one, whether inside or outside this industry, 
must acknowledge the fact that gas has already made 
a most unusual contribution to the fundamental hap- 
piness and comfort of mankind. 

2. Convincing evidence of our inherent strength is con- 
clusively proved by the very long life, the adapt- 
ability, and the amazing progress of our industry to 
date, this despite the innumerable changes which 
have swept across the face of civilization throughout 
the past one hundred and twenty-five years. 

3. A little reflection will show us that this continent 
contains known coal reserves in sufficient quantity to 
sustain our industry for thousands of years to come, 
and that other alternative sources of primary energy, 
apart from the sun itself, simply fade by comparison 
into relative insignificance. It is a regrettable thing 
to contemplate, but we are led to believe that petro- 
leum, natural gas and certain other fuels are doomed 
to fall into complete obscurity relatively soon, and 
that coal, its destiny predetermined, will reign as 
energy king supreme. 

4. We know that in the extraction of gas from coal and 
the recovery of the many by-products incidental to 
that operation, we are doing our duty by posterity. 
Regardless of the degree of responsibility which rests 
upon us in this respect, the fact remains that we are 
making some contribution towards the conservation 
of this world’s limited and therefore precious natural 
resources. 

5. No one can challenge with any hope of success the 
fact that our product consists of a fuel without a 
rival from the standpoint of reliability, flexibility and 
thermostatic control. Should there be a solitary 
“doubting Thomas” present here today, let him pro- 
ceed at once to any reliable laboratory for a scien- 
tific demonstration of the relative merit of gas over 
any other challenger. His last remaining doubt would 
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perish quickly, so far at least as certain uses for fuel 
are concerned. 

. None can justifiably claim that any other fuel seri- 
ously approaches the dominant position already oc- 
cupied by gas in the cooking and water-heating fields 
in those congested areas of population which are 
served by this industry on this and certain other 
continents. Moreover, the truly sensational expan- 
sion of the Electrolux against all competitors in the 
refrigeration world is gratifying to every one of us, 
since gas is by far the most suitable fuel for the 
operation of this equipment. 

. We are all well aware of the pronounced increase in 
the use of gas in the realms of house-heating, com- 
merce and industry, and we all rejoice in this expan- 
sion. 

The above appraisal of our strength, though anything 
but exhaustive, is most reassuring, nevertheless. That be- 
ing the case, what—if anything—concerns us? How can 
we overcome the difficulty? 

Every solitary attendant at this conference knows the 
correct and the very definite answer to that first question. 
It is the decline in consumption which applies to the average 
domestic meter, a decline so pronounced throughout these 
last few years that it more than offsets the impressive gains 
which have been registered as a result of an increase in 
the total number of active meters and in the fields of house- 
heating and of industry combined. 

Fully conscious of my daring, sincere however in my 
personal conviction, I shall now submit to you the answer 
which, in my opinion at least, supplies the logical solution 
to that all-important second question. Since we are trying 
to find cause instead of effect, there is no need to consider 
the usual excuses, every one of which has been discussed in 
those trade journals which many of us devour so eagerly 
whenever we have that opportunity. The answer is to be 
found in something far more fundamental. It lies not with- 
in the industry itself but rather in that immediate sphere 
of influence which touches upon our borders, in that terri- 
tory so closely interwoven with our own, in that auxiliary 
function so indispensable to our uninterrupted progress in 
the future. In a word, gentlemen, I refer to those innumer- 
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able factories which manufacture the appliances through 
which our product is used and sold. 

May I remind you at this point that it is only through 
the actual sale of gas that we sustain a vigorous life. Hav- 
ing regard to the magnitude of the gas industry upon this 
continent (and curiously enough, many in the industry do 
not seem to be conscious of its size!) I find in the gas appli- 
ance manufacturing field a situation reminiscent of that 
period many years ago when business was conducted upon 
a basis long since discarded by industries of comparable size 
and importance on every side of us. 

To make the situation perfectly clear, may I say that I 
have been informed that in the United States alone there 
are some six hundred concerns engaged in the manufacture 
of gas ranges. We may rest assured that each one of those 
enterprises, in such a highly competitive market, is bur- 
dened with needless selling expense out of all proportion to 
the volume of business transacted, and that few if any of 
those factories are able to demonstrate the really sensa- 
tional cost economies which are known to be effected 
through the large scale mass production technique which 
has been developed in recent years. The initial prices of 
appliances are in consequence at a much higher level than 
anyone can possibly justify in this enlightened age, and 
those same prices, pyramided to the retail figures at which 
the consumer may buy, simply place anything but inferior 
quality goods beyond the reach of the great majority of our 
people. Is it not apparent also that this very condition has 
provided the only vehicle through which competitors have 
been permitted to enter certain territory which, by any 
logical basis of appraisal, is definitely ours? Right here in 
Canada, a very restricted market by comparison, I under- 
stand that we have approximately thirty gas range manu- 
facturers, an incredible, in fact an intolerable condition to 
which the same criticism would apply. 

Surely there, in that very situation, gentlemen, the so- 
lution unmistakably lies, and if so, it devolves upon us to 
capitalize the boundless opportunity presented by this some- 
what curious combination of circumstances. Let us there- 
fore insist upon the prompt introduction of a really proper 
basis upon which to conduct the manufacture not only of 
ranges but also (and this is of equal if not more import- 
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ance) of water-heaters, meters, governors, refrigerators 
and everything of consequence we buy. This is 1938, and 
we must adapt ourselves to the business methods known to 
be attended by success in this and not some other era. 

If you are dubious about my attitude, I ask you to glance 
in the direction of our principal competitor. Fabricating 
those appliances through which the “great mysterious 
power” is sold, you will find not six hundred but two gigan- 
tic companies practically dominating the field. Need I say 
more as to the self-imposed handicap under which we seek 
to meet their challenge? 

To our large manufacturers, I point later on to a replace- 
ment market alone alluring enough to attract their most 
earnest consideration. To our smaller manufacturers, I 
suggest the rapid and effective amalgamation of their in- 
dividual resources if they wish, as an alternative to possible 
extinction, a full participation in that promised land so 
obvious to any of us who contemplate this matter even half- 
seriously. 

It has been my good fortune to spend some years in the 
accounting profession, where I ‘got a glimpse into the heart 
of many a small and many a large manufacturing concern. 
Later, in a trustee capacity, I was privileged to represent 
certain beneficial interests upon the directorates of still 
other productive business enterprises. I trust that I may 
be forgiven if I draw upon that rather unusual personal 
background in my effort to paint for you a purely hypoth- 
etical picture which has been conceived with the primary 
object of clarifying this whole presentation for you. 


Illustration of Economies of Mass Production 

Let us start with a great if imaginary country which 
has already been equipped with adequate (but not more 
than adequate) railway transportation facilities. By the 
very nature of things, the railroads in that country would 
need to acquire locomotives from time to time, since their 
function would be to draw the rollin;;-stock across those 
areas which they sought to serve. It is with the manufac- 
ture of those mighty if imaginary monsters that I now pro- 
pose to deal. Let us assume that the railways require dur- 
ing a typical year four hundred locomotives of uniform 
power and capacity, and that these are available under two 
alternative plans, which are crudely described as follows, 
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viz.:—(1) a plan embracing four hundred individual fac- 
tories scattered all over the country, and (2) a plan con- 
taining four large plants located at different sites either far 
apart or in close proximity, depending on circumstances 
with which we need not here concern ourselves. (Four 
plants are suggested as a form of insurance against the 
dangers which usually accompany a complete business mon- 
opoly.) 

Let us assume now that under Plan (1) each company, 
having worked out at considerable cost an original design 
and later having incurred a good deal of selling expense, 
had succeeded in securing an order for just one locomotive. 
We shall assume further that under Plan (2) much the 
same general conditions prevailed except that each com- 
pany sold one hundred locomotives, all built off the same 
pattern. The relative cost of that equipment to the rail- 
roads is now the question with which we shall attempt to 
deal. 

Recognized and established practice tells us that the 
cost of manufacture under either plan would consist of all 
labour and materials built directly into the products and, 
in addition, all those elements of factory service expense 
which apply to any similar situation. Such expenses would 
consist of depreciation and obsolescence of all machinery 
and buildings, such items as factory taxes and insurance, 
the cost of power, of maintenance, indirect labour, and a 
host of other annoying but unavoidable expenses which 
apply to factory operation generally. 

Under Plan (1) our own experience teaches us that the 
relative cost of all materials purchased would be high, but 
that it would be very low in those circumstances which 
applied to Plan (2). We know further that under Plan (1) 
the entire factory service charges in each plant would have 
to be absorbed by one unit of production, but that under 
Plan (2) there would be one hundred units of production 
over which to spread the corresponding factory overhead. 
There is really nothing to be gained by carrying this de- 
scription any further except to state that the railways 
might easily be paying $500,000.00 for each locomotive ac- 
quired under Plan (1) and a mere $50,000.00 for each piece 
of equipment purchased under Plan (2). Many people could 
be found who would argue that such a difference as thaf 








SOME OBSERVATIONS BY A NEWCOMER TO THE GAS INDUSTRY 


suggested is not warranted by the facts, but I will venture 
the opinion that others equally competent to judge would 
take the directly opposite view. We shall not attempt to 
carry that debate through to its ultimate conclusion, for 
we have, I think, clearly established the fact that the dif- 
ference would be pronounced, and that is all I sought to 
accomplish in this particular flight of fancy. I propose now 
to dismiss this hypothetical picture from the scene with 
the suggestion that if the cap fits, let us wear it. 

If in the general solution to our problem I am mistaken, 
I shall acknowledge my error in due course, but to date 1 
have not encountered any argument of sufficient weight to 
shake my conviction in the slightest degree. If upon re- 
flection you reach the point where you share my opinion, 
I implore you to act quickly and decisively, for a stage of 
ideal construction and environment invites our occupancy ; 
there was never a more favourable opportunity for action 
upon that stage. 

Our country is in urgent need of business activity; 
somehow we must bring about the employment of every 
possible man or woman on relief with the minimum of de- 
lay, and acceleration of the rate at which our money can be 
forced to circulate and all the blessings attendant upon a 
balanced economic condition throw out a challenge to our 
ingenuity and resourcefulness. Let you and me, of the 
Canadian gas industry who are assembled here today, con- 
centrate upon this great and worthy task, for if in this 
regard we are successful in showing leadership to others 
(and under present auspices failure seems to me to be out 
of the question!) we shall by a few bold strokes advance 
not only the interests of our industry and everyone con- 
cerned with its welfare, but also those of our community 
and our country as a whole. Business activity of this char- 
acter, affecting as it would our factories, ouf retail organi- 
zations, the plumbing trade, and all manner of transporta- 
tion companies, would constitute an outstanding example of 
the sort of thing which is vital to the restoration of our 
country’s prosperity. 

Huge Replacement Market Possibilities 

How may we reach this objective? By way of illustra- 
tion only, let us take the question of the gas range, particu- 
larly now that the American Gas Association has adopted 
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the actual specifications or characteristics which must ap- 
ply to meet the requirements of “Certified Performance.” 
Let us assume (and I venture to suggest that in this as- 
sumption there is not much of a gamble) that right here in 
the territory served by the Consumers’ Gas Company of 
Toronto there are 100,000 unattractive, inefficient and gen- 
erally obsolete gas ranges which ought to be taken out and 
scrapped, their places being taken by really attractive and 
efficient gas appliances which measure up to A.G.A. stan- 
dards and incorporate all of those modern features which 
fill us with absolute confidence and justifiable pride, fea- 
tures which we consider to be so necessary to the consum- 
ers’ comfort and general welfare. Let us assume that there 
are at least another 400,000 obsolete gas ranges throughout 
the country, each one having done a wonderful job in its 
day but now in urgent need of an appropriate burial ground 
and a really suitable successor. 

If such assumption be correct, there lies upon the very 
threshold of our Canadian gas range manufacturers liter- 
ally tens of millions of dollars’ worth of business. For our 
various retail outlets (and I am doubtful of the wisdom of 
keeping our own companies in that category) there is of 
course a sales dollar volume running into even higher fig- 
ures. Think of such an unique opportunity, embracing as 
it does equipment closely related to the very necessities of 
life. Do not let us miss the splendid opportunity. Let us 
be courageous; let us sit down with two or three of our 
largest manufacturers and ask them to show us what they 
can produce in the way of a “Canadian Streamline” range 
at a price of say fifty dollars apiece. I am certain that you 
would be astounded at their response, since for the first 
time in their corporate experience they would be given a 
really fair chance to demonstrate their ability to manufac- 
ture and to sell at a reasonable price a product of excellent 
quality and of outstanding beauty. Have no fear as to thé 
outcome, for if we insist upon uniform production in very 
large quantities, I am confident of the manufacturers’ will- 
ingness to co-operate and of their ability to turn out appli- 
ances equal in character and performance to those available 
in the same price range from any other source, and that 
without anything like the present tariff protection afforded 
to them. Let us collectively give them a firm commitment 
for 20,000 identical units merely by way of a start. This 
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would involve a million dollars, it is true, but that million 
would return to us with incredible speed, and, more im- 
portant still, it would have demonstrated the feasibility and 
the fundamental soundness of this whole scheme. 

Such a plan could be backed by Canadian national ad- 
vertising, and the manufacturers, the members of our own 
industry, the department stores, and all the other retail 
agencies could join in this united publicity effort up to the 
point where wide acceptance of the article would be certain 
to follow. Between us, we could create in the public mind 
an insatiable desire to own this ultra-modern convenience, 
particularly where it would be available at a price within 
the comprehension and the financial resources of the masses 
of our fellow countrymen. 

Let us revolutionize this whole business of gas appli- 
ance manufacture, for that is the way in which to bring 
about the resumption of that upward trend in gas consump- 
tion we so earnestly desire. The increased use of gas is 
the vehicle through which our surplus manufacturing ca- 
pacity may be brought into play with the likelihood that 
costs and consequently the price of our product might be 
reduced. Any such possibility, coincident with the arrival 
of fully automatic and thoroughly modern appliances at a 
reasonable price, should enable us to retain all of our pres- 
ent consumers, to win many new clients, and to regain the 
support of those other friends who for one reason or an- 
other have left our ranks for those of another. 

A general movement such as that advocated under these 
circumstances should gather momentum so rapidly that it 
would sweep across all Canada and beyond with the force 
of a tidal wave. Nothing could stop it until something like 
complete saturation point had been reached or at least 
approached. Our industry’s grip upon the cooking, the 
water-heating and the refrigeration loads would be increased 
enormously, apart altogether from the great progress we 
are destined to achieve in other directions. Let the smoke- 
less city be our goal. 

That, gentlemen, is the way to hit this problem, and 
it is your responsibility and mine to put that solution into 
effect—not at some indefinite date in the future but in this 
year of grace nineteen hundred and thirty-eight. That is 
the road along which we of this industry may contribute 
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something worthwhile towards the goal of a higher stan- 
dard of living for our fellow citizens generally. 

One point that impresses me in this whole connection 
is the fact that none of us should rest until between us, 
if possible through the medium of this very convention, we 
have induced the Servel corporation to set up a subsidiary 
company within our borders, thus providing the machinery 
wherewith to invade this great domestic refrigeration field 
on equal terms with our competitors and without the handi- 
cap of that price differential so unavoidable under existing 
Canadian tariff conditions. 


Examples of Leadership 


If amongst you there are those who like the plan out- 
lined above but fear that it is not practical, I ask you for 
one brief moment to rivet your attention upon London, Eng- 
land, the territory of the great Gas Light aid Coke Com- 
pany Limited, that company widely acknowledged today as 
the premier as well as the original public utility company 
in the world. (After all, if we could shrink all Canada to 
the area occupied by greater London, our Canadian market 
would be comparable with theirs.) How do they do busi- 
ness? I am told that in practically every move they make, 
they think and they deal in multiples of 100,000 units, and 
that this is their conception of the proper manner in which 
to conduct their business. Need we hesitate to follow such 
a great and experienced leader? Do we get no inspiration 
from their simply amazing success? 

Or again, if London is too far away, may I refer you to 
this very city of Toronto, where a recent transaction of un- 
usual interest and deep significance took place. I have in 
mind that order for 20,000 gas meters which was placed 
by the Consumers’ Gas Company only last month. This 
development, if properly capitalized and intelligently used, 
should have a most important and favourable effect upon 
every future meter purchase by any gas undertaking in 
this entire country,—and this, mark you, without imposing 
any hardship but instead conferring a benefit upon the 
meter manufacturers themselves. I believe that commit- 
ment to have been the largest individual gas meter order 
ever placed in Canada, and I am proud to be identified in 
any capacity with a company setting such a fine example 
of what may be done in this and other directions. I need 
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scarcely mention that the price at which that equipment 
was purchased has not been approached within our country 
in many, many years. There can be no serious question as 
to the great benefit such a move will bring to our company, 
and if one utility can go that far alone, who can say what 
we can do if we move collectively in these matters! To 
me, this whole question resolves itself into the simple fun- 
damental fact that if we grasp our present opportunity 
quickly, all of these wonderful modern appliances of which 
we are so justly proud, are going to be made available to 
the masses, but, if, on the other hand, we refuse to change 
our business methods, that market will continue to be 
jeopardized if not lost, in my opinion to our everlasting 
shame. I leave it to you to decide what our course of action 
in those circumstances shall be. 

Our heritage in the gas industry is indeed a rich one. 
Our bounden duty in the particular circumstances is to 
carry on the flaming torch of progress bequeathed to us by 
those who have gone before. We simply must not fail to 
measure up to our great responsibility, and if in addition 
we are able to show leadership to our colleagues outside 
the country, it will be but small recompense for the many 
things which they have taught us. On the other hand, it 
will help to maintain in some small measure at least that 
reputation for courage and resourcefulness for which the 
people in other lands so generously and sometimes unde- 
servedly credit us. 

In conclusion, gentlemen, I commend the general pro- 
posal outlined above to your deliberate consideration, in the 
fervent hope that you will see fit to adopt the suggestions 
made and to follow that decision with thoughtful but swift 
and decisive action. 

Gas, the object of our particular and concentrated at- 
tention, has merely been resting after the herculean efforts 
of the past. But Iam sure that I can detect a stir, passing 
today throughout that massive frame, and if, refreshed by 
the rest incidental to that momentary sleep, it reawakens 
in response to that combined work and vigilance which you 
and I, if we wish, can supply, it can attain to heights of 
conquest far beyond the scope of our most sanguine hopes. 
In a word, gentlemen, if we will do our part, this wonder- 
ful product is quite equal to the task of changing the com- 
plexion of the world. 
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IMPROVEMENT IN FINANCIAL ACCOUNTS* 


By George 0. May, F.C.A., New York 
Historical 

MPROVEMENT in financial accounts seems to be the 

inevitable choice as the subject for the lectures which the 
faculty of the Business School has done me the honour of 
asking me to deliver. It lies in the field of accounting with 
which I have been mainly concerned and regarding which 
I am best qualified to speak; it is also the field in which the 
accountant in whose honour this Foundation was establish- 
ed was pre-eminent. It is a subject which possesses im- 
portance not only to those of you whose main pre-occupa- 
tion after you have completed your course will be with 
accounts, but to all who expect to be interested in any ac- 
tive phase of American business. It is one that lends itself 
to discussion outside the carefully arranged courses in ac- 
counting which form a part of your education here. More- 
over, it is a subject of great public importance, the interest 
in which has increased notably in the last decade. 


Developments under the Securities Acts have already 
influenced practice in the field of financial accounting, and 
I believe that important changes in the form of presenta- 
tion of such accounts are likely to occur in the coming years. 
These changes will be made in an attempt to meet more 
fully the needs of business and of investors. All of you, 
therefore, will have an interest in them and some of you 
may be able to exercise an influence upon their character. 
So in these lectures I am going to try to discuss in a broad 
rather than a technical way some considerations relating to 
financial accounts and their presentation. I shall discuss 
the question in relation to corporations, because it is the 
financial accounts of corporations which are of the greatest 
importance, and because such accounts present substanti- 
ally all the problems which are involved in financial ac- 
counts of unincorporated businesses, with some added com- 
plexities due to the law of corporations. 

By financial accounts I mean those kept for the purpose 
of affording guidance in regard to the financial position and 





*The first in a series of three lectures delivered on the A. Lowes 
Dickinson Foundation, Graduate School of Business Administration, 
Harvard University. 
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results of an enterprise—to either the management, the 
stockholders, or others. Those accounts which are kept to 
record amounts due to creditors or by debtors, or to afford 
guidance to those in charge of operations, do not come with- 
in the scope of this discussion although naturally the figures 
shown by them are reflected in the financial statements. I 
am concerned, rather, with the balance sheet, the income 
and profit and loss accounts and the general accounts which 
underlie them. At the outset I should like to warn you 
that the terminology of accountancy is somewhat loose and 
vague, and particularly I would draw your attention to two 
usages which are so common that I may quite probably fall 
into them myself. When you hear a reference made to an 
accounting “principle” you may find that in reality it is 
nothing more exalted than a convention or a rule of con- 
venience. In the same way, when reference is made to a 
“valuation,” you will be well advised to stop to consider 
whether what is referred to is really a valuation or whether 
it is not merely a determination by a process other than 
valuation of the figure at which an asset or a liability is 
to be stated. 

The accounting profession is so frequently reproached 
with the looseness of its use of the terms “value” and 
“valuation” that it will welcome the recent publication of 
Professor Bonbright’s treatise on the subject,’ which aptly 
begins with the quotation of Humpty Dumpty’s classic dic- 
tum that when he used a word it meant exactly what he 
chose it to mean, neither more nor less; and proceeds to 
demonstrate conclusively in what Humpty Dumptian lan- 
guage the law and decisions on valuation are written. 


Effect of Conventions on Accounting 

Ten years ago I should have thought it necessary to 
begin any discussion of this subject by explaining at some 
length why financial accounts are always in some measure 
(and in the case of a complex business, perhaps in a very 
large measure) based on conventions, estimates and opinion. 
Today, I think, this fact may be taken for granted, and 
recognition of it and of the implications from it is a pre- 
requisite of any solution of the problem of improving the 
financial reports of corporations. If any of you do not fully 


1“The Valuation of Property,” New York, 1937. 
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understand why this should be so you can secure enlight- 
enment from the admirable report made in 1934 by Pro- 
fessor Sanders for a committee of which Mr. Walter S. 
Gifford was chairman, and which has been published by the 
Department of Commerce under the title “Reports to Stock- 
holders ;” or in a report which was made by a committee 
of the American Institute of Accountants to the New York 
Stock Exchange in 1932. 

The field of financial accounting is not one in which 
guidance is to be found wholly in fixed principles—it is a 
field of shadowy outlines in which the discovery of a correct 
course depends upon the possession also of an ability to 
recognize the essential facts and to appreciate their true 
significance (distinguishing where necessary between form 
and substance); upon informed and wise judgment; and 
upon objectiveness and honesty of purpose. It will be ob- 
served that these are not qualities which can be insured by 
regulation. When the committee of the American Institute 
of Accountants to which I have referred undertook to lay 
down some of the basic principles of modern accounting, it 
found itself unable to suggest more than half a dozen which 
could be regarded as generally acceptable, and even those 
were rules rather than principles, and were, moreover, ad- 
mittedly subject to exception. 

Some may question what I have just said and ask whe- 
ther the distinction between capital and income, for in- 
stance, is not a fundamental principle of accounting. As a 
practical matter, no doubt it is; though the distinction in 
accounting today between capital expenditure and income 
expenditure does not rest on any such essential difference 
in the nature of the property acquired as that between land 
and other property which is sometimes made in the field of 
economics. It rests, rather, upon the relation between the 
length of the useful life of the property acquired and the 
length of the accounting period for which income is being 
determined. A capital expenditure is one, the usefulness 
of which is expected to extend over several accounting peri- 
ods. If the accounting period were increased from the cus- 
tomary year to a decade, most of what is now treated as 
capital expenditure would become chargeable to income; 
while if the period were reduced to a day, much of what is 
now treated as current maintenance would become capital 
expenditure. 
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I shall not dwell on these considerations, because I am 
sure that the point which I am trying to make has been 
impressed on you in the course of your work, since to the 
business man it is the most vital single fact in relation to 
accounts. All accounts, if I may restate the point, are nec- 
essarily tentative and approximate; in many cases alter- 
native methods of accounting which will produce materially 
different results may be equally permissible; and therefore 
the weight to be attached to any accounts can only be de- 
termined upon consideration of the bases on which they 
have been prepared (which may legitimately vary accord- 
ing to the purpose for which they are intended) and of the 
competence and integrity of those by whom they have been 
prepared. While it is necessary to make this point clear as 
a foundation for any discussion of the subject, recognition 
of the limitations on the significance of accounts should not 
be allowed to obscure their great value—indeed, despite 
their inevitable limitations, they are an indispensable part 
of the equipment of modern business. In this, as in almost 
every field of endeavour, we have to operate on the basis of 
working hypotheses and approximations which, though not 
completely valid for all purposes, are nevertheless practic- 
ally effective for the ordinary purposes of daily life. 


Varying Purposes of Accounts 

The fact that accounts may properly differ according 
to the purposes for which they are prepared requires some 
further notice. Much heated argument, particularly in the 
field of cost accounts, has arisen from a failure to recognize 
this. The cost accountant rightly insists that in any com- 
parative figures of cost designed to show the relative profit- 
ability of different products regard should be had to the 
difference in the amount of capital employed and the result- 
ing difference in the capital cost, as well as to the relative 
amount of labour employed and the resulting difference in 
labour cost. He concludes, therefore, that interest should 
be included in cost. The financial accountant (equally right- 
ly, as I think) insists that to treat interest as a part of cost 
in financial accounts is to anticipate a profit, which is con- 
trary to one of the most generally accepted rules of financial 
accounting. To my mind, it is not so much a matter of one 
accountant being right and the other wrong, as of accounts 
being made up for entirely different purposes. The real 
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difficulty arises when accounts are required for different 
purposes and the question has to be decided whether en- 
tirely separate accounts shall be prepared for each, whether 
accounts prepared for the major purpose shall be adjusted 
roughly to fit any other purposes, or whether a compromise 
method of accounting shall be adopted which will meet with 
a reasonable degree of satisfaction all the purposes for 
which they are required. Railroad and public utility ac- 
counts which are required for the purpose of an annual re- 
port, of a prospectus, and of supplying information needed 
by the regulatory bodies are a case in point. 

It is gratifying to note a growing recognition outside 
the profession of the fact that the form of accounts is quite 
legitimately influenced by the purpose for which they are 
required. Indeed, Professor Bonbright turns the tables and 
asks for wider recognition of it within the profession: 

“It is to be hoped that the accounting profession will 
give far more attention than it has heretofore given, to 
the effect on the ‘proper’ balance sheet and earnings 
statement of the specific purposes for which these fin- 
ancial documents are customarily used. A good begin- 
ning could be made by assuming, first, that no use will be 
made of the company’s reports except by buyers and 
sellers of the corporate stock. In the light of this single 
assumed objective, all of the alternative procedures of 
accounting, such as the valuation of fixed assets at orig- 
inal cost versus replacement cost, the use of straight-line 
versus sinking-fund methods of depreciation, the booking 
of current assets at cost versus the lower of cost or mar- 
ket, and so forth, might be subjected to a critical rating 
of their relative merits. This task having been accom- 
plished, the accountant might then forget the stockholder 
and assume that an ‘ideal’ set of financial reports is such 
a set as will best fit the needs of the credit department 
of a commercial bank. Still other objects, such as that 
of the company management in the determination of its 
price-making policies, or such as that of the management 
in its decisions as to whether to increase this line of busi- 
ness and to drop that line, would be taken up in turn. The 
result of this inquiry would be the creation of standards 
for ‘single-purpose’ balance sheets and earnings state- 
ments. Further research would consider the question 
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whether a workable multiple-purpose scheme of accounts 
might not be so devised that, by the aid of pencil and 
paper, a reader could reconstruct the accounts to fit his 
own requirements. 

“Already some work of this nature has been done; 
for the progressive-minded accountants have abandoned 
the traditional notion that a balance sheet can be said to 
be right or wrong by reference to any universal standards 
of correctness; and they are thinking in terms of the 
special functions that the accounts are supposed to serve, 
as guides to business conduct. But until this task has 
been pursued with far more vigour than has yet been the 
case, there will remain countless unsettled questions as 
to the extent to which the earnings reported by a com- 
pany, even after approval by reputable auditors, are ac- 
ceptable evidence of the capital value of the property.’ 


Historical Development of Business Organization 


Now, this fact as to the form of accounts has an im- 
portant bearing on the question what direction improve- 
ments in present practice in corporation reports ought to 
take. In order to make its importance clearer, it seems 
worth while to trace briefly the history of the development 
of corporations and corporate accounts. For this purpose, 
we may divide business history into three periods according 
to the relative importance therein of three different forms 
of business organization: (a) the individual venture or part- 
nership; (b) the corporation with limited liability, which is 
owned and managed by a relatively small group of stock- 
holders, and for whose securities there is no public market; 
(c) the corporation owned by relatively large numbers of 
stockholders, the management of which may be largely di- 
vorced from beneficial ownership and the securities of 
which are bought and sold freely on an established securi- 
ties market. We are apt to forget how recently the change 
to these second and third forms of organization took place 
in our country. As Judge Learned Hand, in his foreword to 
the fiftieth volume of the “Harvard Law Review” (1936- 
37), has recently pointed out: “. . . it was during the last 
half century that the practice became common, by means 
of the private corporation, to conduct industry without per- 





2Op. cit., pp. 253 f. 
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sonal liability ;” and the records show that forty years ago 
only thirty industrial stocks were listed on the New York 
Stock Exchange. Even in England, from which our ac- 
counting thought was in earlier days largely derived, gen- 
eral limited liability legislation was not enacted until after 
the middle of the nineteenth century. 

Now, so long as the individual proprietorship and the 
partnership were the typical, if not the only, forms in which 
business was conducted, the only restriction on the right of 
the owners to adopt such accounting methods as they 
thought fit was the obligation to do nothing that might be 
fraudulent as against creditors, and the fact that the own- 
ers of the business were personally liable for all its debts 
was a substantial assurance against this restriction being 
widely ignored. 

The introduction of the principle of limited liability 
made the protection of creditors more important. The legal 
capital of such companies was regarded as the main pro- 
tection of creditors. This view is characteristically reflect- 
ed in the lines of W. S. Gilbert’s “Utopia, Ltd.”: 

“Some seven men form an Association 

(if possible, all Peers and Baronets), 

They start off with a public declaration 

To what extent they mean to pay their debts. 

That’s called their Capital.” 

Stringent rules were made to safeguard creditors against 
any reduction of the legal capital otherwise than in the 
manner contemplated by law—which involved notice to 
creditors and an opportunity for them to be heard before a 
reduction could be made effective. Thus a question was 
raised which has been before courts and legislatures many 
times and in many forms. Should the capital (which may 
not be paid out except in a proceeding for the reduction of 
capital) be deemed to be the property paid in for capital 
stock or the money value of that property at the time when 
it was paid in? If, for instance, a corporation acquires a 
mine of the supposed value of $1,000,000 by the issue of 
capital stock of a par value of a million dollars, is the capital 
which must not be impaired the mine or the million dollars? 
Is the position different if the corporation sells stock for a 
million dollars and pays the million dollars in cash for the 
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mine? If, later, the corporation sells a half interest in the 
mine for a million dollars, is that million dollars capital or 
income? Conversely, if the value of the mine shrinks to 
half a million, must the other half million be made good 
out of income before any dividends can be declared? 

So varied, important and difficult are the problems re- 
sulting from the choice of either horn of this dilemma that 
the American Institute of Accountants some years ago of- 
fered $10,000 in prizes for the best discussion of the sub- 
ject, without, however, securing any notable contribution 
towards the solution of the difficulty. It is, I think, true to 
say also that the basic questions involved have never yet 
been satisfactorily settled by either legislatures or courts. 

Except for the important change in the matter of the 
protection necessary for creditors, the position of what is 
still called in England the private company presented, from 
the accounting standpoint, few differences from the earlier 
partnership; it was still permissible for stockholders to 
adopt such accounting methods for the determination of 
profits and of the amounts divisible by way of dividends as 
they might see fit, so long as they did not impair the just 
rights of creditors. 

The English statutory provision on the question is la- 
conic; it reads: “No dividend shall be paid otherwise than 
out of profits.” Buckley, commenting on this provision, 
mentions the many cases that have been decided and the 
difficulty of reconciling the decisions; he then refers to the 
rule that dividends must not be paid out of capital and goes 
on to say that, subject to this proviso: 

“, . . such questions as how the profit and loss ac- 
count shall be made out, whether profits have been earned, 
and if so whether they shall be divided, are primarily 
business questions for the directors or shareholders to 
determine in accordance with the company’s regulations, 
and provided they act honestly, and in accordance with 
such regulations in coming to such determination, they 
discharge all the obligations imposed upon them by the 
Act. 

“But the application of even such a plain abstract 
proposition as that dividends must not be paid out of 
capital may in practice raise questions of the utmost 
difficulty in their solution, and the question what are 
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profits and what is capital may be a difficult and some- 
times an almost impossible problem to solve. The House 
of Lords in Dovey v. Cory accordingly, whilst expressing 
the view that no great difficulty would arise in dealing 
with any particular case on its own facts and circum- 
stances, declined to attempt to treat these questions in 
the abstract or to do that which Parliament has refrained 
from doing, namely to formulate precise rules for the 
guidance or embarrassment of business men in the con- 
duct of business affairs.’’® 
Marketability of Shares of Stock 

The introduction of the notion of free transferability, 
in theory and practice, of shares of capital stock of cor- 
porations, however, clearly introduced a new consideration. 
If stocks were to be held, bought and sold by persons who 
were not in the councils of the enterprise, then obviously 
accounts ought to be so framed as not consciously to mis- 
lead to their detriment those who were buying or selling 
these stocks. Financial accounts of corporations became 
called upon to serve a double purpose—their traditional pur- 
pose of a purely historical report by the management to the 
proprietors, and a new purpose of affording an indication 
to potential buyers as well as to potential sellers of the 
value of the shares of stock in the corporation. The points 
of view and the interests of the permanent investor and the 
speculative operator in stocks are by no means identical, 
and much of the difficulty in the problem of deciding on the 
form of corporate reports is due to this diversity of inter- 
ests. 

The value of a share of stock is dependent on what it 
may be expected to produce in the future. Reports dealing 
with the past are valuable to the extent that they throw 
light on this probability. The corporate official preparing 
a report has today to consider, therefore, not only its im- 
port as a historical record, but also the implications for the 
future which it may suggest. In a complex business and 
in times when conditions are changing rapidly, this is often 
a task of no mean difficulty. 

The first evidence of recognition on any considerable 
scale of an obligation to give to stockholders who were not 





8The Law and Practice under the Companies Acts, 11th Ed. (1930), 
p. 756, the edition which followed the passage of the Acts of 1928 and 
1929, the last important revision of the English company law. 
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in the councils of the corporation a substantial amount of 
information in regard to their investment may be said to 
have come about in the first days of the present century. 
All authorities will probably agree that the first full report 
of the United States Steel Corporation, which was for the 
year ending 3lst December 1902, was a landmark in the 
history of this development. The great importance of the 
corporation and the public discussion which its report evok- 
ed gave wide influence to its example. In the course of the 
next twenty years, while there were some conspicuous ex- 
ceptions, corporations whose securities were listed on the 
public market tended to give more and more information to 
stockholders and the public, and at the beginning of the 
Stock Exchange boom in the twenties the information that 
was currently being given by the great majority of listed 
companies was, I believe, reasonably satisfactory, if judged 
on the basis of a comparison with the highest standards 
observed in other parts of the world. 

The time had come when pressure was clearly needed 
to compel those corporations whose standards were still 
unsatisfactory to improve their practice. In 1926, two 
events happened which tended to accelerate this movement: 
the New York Stock Exchange decided to take an active 
part in it and selected for that purpose an executive assist- 
ant to the Committee on Stock List, who carried on a per- 
sistent and effective campaign to bring about such an im- 
provement. At the same time, a recognition of other un- 
healthy developments in corporate practice had aroused con- 
cern, and critics of these practices found in the glaring de- 
ficiencies of some corporate reports a source of reinforce- 
ment of their attack on corporate abuses and a ground for 
demanding some form of regulation which would at least 
bring the practice of all up to the highest standard then 
being observed. Their strictures may have indicated a lack 
of understanding of the problem and of its difficulties, their 
criticisms may have been in numerous instances gravely 
unjust, but at least public attention was drawn in a vivid 
way to a question of very real importance. 


Effects of the Depression 


A few years later came the depression, in the course 
of which heavy losses in corporate securities were sustained 
by persons in all walks of life. It was inevitable that the 
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same thing should then happen as had happened on numer- 
ous similar occasions in the past and which is admirably 
described in language contained in a pamphlet (published 
under a pseudonym but attributed by some authorities to 
Lord Overstone) which was written in 1849. For reference 
to this pamphlet, I am indebted to a former member of the 
Harvard Economics Faculty: 

“Whenever the fingers are burned, a cure is always 
lustily called for by those who have been burned the most 
severely, and their object in this, as in the diversion that 
has hurt them is always the same—they call for the ap- 
pointment of a government officer, who shall from time 
to time regulate how they shall hold their hands to the 
fire without being burned. Whether this special inter- 
ference shall be crowned with success by keeping down 
the heat of the fire, or by increasing the distance at which 
the venturesome hand shall be allowed to approach it, is 
a perplexing difficulty which has not yet been solved. 
When duly considered, that difficulty must be held to be 
not a little perplexing; for evidently, if the heat of the 
fire should be kept so low, or the distance from it so 
great, as that no hands can be burned, why then there will 
be no fun in the thing, and the government officer will 
enjoy a sinecure.”* 

When with the passage of time it shall become possible 
to review dispassionately the history of the depression, it 
will, I think, be found that inadequate or misleading reports 
of established businesses played but a relatively unimport- 
ant part in causing the catastrophic losses that were sus- 
tained. The speculative fever which produced also the 
Florida land boom (in which corporate reports played no 
part whatever), the pyramiding of holding corporations, 
unsound treatment of stock dividends, and belief in a new 
economic order encouraged by persons high in the political 
and economic world were far more potent influences. How- 
ever, the temper of the times demanded control of the deal- 
ings in corporate securities, and of corporate reports, and 
it was felt, with reason, that confidence would not be re- 
stored until a drastic measure designed to create this con- 
trol had been enacted. Time was pressing, and it may well 





4Cf. B. C. Hunt, The Development of the Business Corporation in 
England, 1800-1867, p. 115. 
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have been thought impracticable to defer action until a 
carefully considered measure could be framed and a body 
competent to administer it satisfactorily created. 

The Securities Act of 1933 had the appearance of an 
attempt to combine two inconsistent policies: one of laying 
down specific requirements, to be administered according 
to rules which were to be outlined in greater detail by the 
regulating body ; the other, of imposing an obligation, under 
penalties which were extremely, if not extravagantly, 
heavy, to disclose all information (whether prescribed or 
not) which was material. The task of administering the 
law was entrusted to the Federal Trade Commission, a body 
in many ways ill-suited to the task. 

In 1934, control of exchanges and of annual reports was 
established, and the opportunity was taken to modify some 
of the more extreme provisions of the Act of 1933 and to 
transfer the control from the Federal Trade Commission to 
a newly created Securities and Exchange Commission, of 
which a distinguished member of the Harvard Law Faculty 
became first a member and later chairman. The Commis- 
sion was, fortunately, in the position of starting anew, and 
of being able to benefit without being bound by anything 
which the Federal Trade Commission had done. It wisely 
permitted temporary registration of existing securities on 
easy terms while it studied the question of requirements 
for permanent registration. This study could not fail to 
bring home to it that the problem with which it had to 
deal in the matter of corporate reports was far from being 
(as many, if not most, people had thought) one of requiring 
facts to be assembled and disclosed, or of sifting truth from 
falsehood; it was not a task of calling for “instantaneous 
photographs,” in the vivid but somewhat misleading lan- 
guage of Professor Ripley—it was a far more difficult and 
delicate task, the general nature of which I propose to con- 
sider in some detail. 

One of the major accomplishments of the Commission 
up to the present time has been that it has created in the 
minds of many people, including bankers, business men, and 
accountants, a much clearer understanding of what is prac- 
ticable and what is impossible in the way of informing in- 
vestors than existed previously even among those supposed 
to be most conversant with financial problems. Something 
had, as I have previously indicated, been accomplished by 
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bodies such as the New York Stock Exchange and the 
American Institute of Accountants, but the Commission 
was obviously in a position of far greater influence and 
authority, and certainly in this respect it has used its 
powers to great advantage. 

Conclusion 

It seems desirable to conclude this rapid historical sum- 
mary with a statement which may help you to preserve a 
just perspective. I do not wish for a moment to minimize 
or to excuse the extent to which some of our corporate offi- 
cials have in the past heedlessly or wilfully made statements 
which the facts did not fully warrant or which were bound 
and perhaps in some cases designed to create expectations 
that were not likely to be realized. Nevertheless, I feel that 
even prior to 1934 the reports made by corporations whose 
securities were widely distributed were, in general, cer- 
tainly more complete and, in so far as I am in a position to 
judge, not less fair than those in any other commercial 
country. This is not to say that the standard was complete- 
ly satisfactory; on the contrary it should and I think will 
be improved, but it was not and is not a case of raising a 
standard deplorably low. 

The ideal set in the present law of statements that are 
believed by those making them, after due inquiry, to be 
true, and from which nothing is omitted which is necessary 
to prevent misinterpretations of them, is a worthy one. Un- 
deniably, it is an exacting one, and it will not be surprising 
if it is not always attained. Indeed, not all the advocates 
of the reform are themselves free from criticism for the 
very defects which they condemn. One misstatement has 
been so freely made in support of the new laws that it can 
be criticized without any suggestion that one is being per- 
sonal—it is, that the law of 1933 was in general character 
and scope similar to the corresponding portion of the English 
Companies Acts—an argument that carried great weight 
with many persons. I was extremely glad to hear Commis- 
sioner Landis, at the meeting of the American Management 
Association in 1935, expressly disclaim any such similarity, 
which obviously does not exist. 

When we turn to consideration of the record of investi- 
gations into the financial practices of corporations by Con- 
gressional committees and commissions, the failure to at- 
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tain the standard of fairness preached becomes even more 
conspicuous. 

It is perhaps natural, but none the less regrettable, that 
some investigators who have studied a few cases in which 
practices clearly objectionable were followed should have 
been led to generalize unwarrantably from these experi- 
ences and give expression publicly to intemperate and indis- 
criminate abuse of corporate officials. My own experience, 
while it has brought to my attention many cases of corpor- 
ate abuse, convinces me that no wholesale criticism of cor- 
porate officials is warranted. Few of us, of course, are so 
entirely objective in our attitude that our conclusions are 
altogether unaffected by our desires. The more whole- 
hearted the devotion of an individual to an enterprise, the 
more he is likely to be impressed by the importance of the 
object he seeks to attain and to overlook possible objections 
to the method which is being employed. I think this ex- 
plains many of those corporate acts which have seemed 
open to criticism, just as I have regarded it as the explana- 
tion, for instance, of the not uncommon phenomenon of the 
executives of educational and charitable institutions de- 
liberately understating their income or resources in order 
to strengthen appeals for new contributions or endowments. 

Even the securities law itself seems to violate the rules 
of conduct it seeks to establish when, in Section 13 of thé 
Act of 1934, it provides for the filing by corporations of 
information, documents and reports which will “insure fair 
dealing in the security.” If such language occurred in a 
registration statement filed under the Act, can anyone doubt 
that the Commission would immediately require its elimin- 
ation on the ground that it is manifestly impossible to in- 
sure fair dealing in the securities of a corporation by any 
set of reports or documents which the corporation could 
conceivably be required to file? 

That reformers and legislators, animated by the best of 
motives, should thus fall below the high standards they 
would set for others should, perhaps, make us less harsh in 
our judgment of the conduct and motives of corporate offi- 
cers, as well as humbly watchful for evidence of our own 
infirmities. 

Since I have offered criticisms of others, I should add 
that I have no desire to extenuate the deficiencies of the 
accounting profession. The criticism which I would most 
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readily concede to be just is that it too has at times exag- 
gerated what could be done for business and investors. It 
has talked in terms of certainty and complete assurance 
where only an informed judgment and a substantial addi- 
tional safeguard could, in fact, be provided. This is the 
more regrettable because the great value of the service 
which the profession has rendered, and can continue to ren- 
der, is undeniable. But, as I have insisted, financial accounts 
must always be largely a matter of convention, judgment 
and opinion—not a matter of certainty. Whoever claims 
more for them is doing a disservice to the investor, the busi- 
ness man, and to the profession itself. Certainty would be 
very welcome in this field just as security in life would be, 
but it is unattainable and it is mischievous to encourage a 
belief that it has been or can be achieved. 


INCOME WAR TAX ACT DECISION 


The Harry C. Hatch Case 
The appeal of Harry C. Hatch of Toronto against addi- 
tional assessments for income tax for the years 1931, 1932, 
1933 and 1934 has been followed with considerable interest 
by those familiar with the facts. On May 20th judgment 
was rendered by Mr. Justice Angers in favour of the ap- 
pellant. 
Personal Corporation 
In November 1925 Mr. Hatch who lives at Toronto in- 
corporated a private company under the Ontario Act. The 
purposes and objects of the company as set out in the lef- 
ters patent included: 

(a) To operate ranches or farms for live stock, dairy- 
ing or agriculture; to breed, raise, keep, render market- 
able and deal in horses, cattle and live stock of all kinds 
and to produce, buy, sell, manufacture and deal in all pro- 
ducts and by-products thereof and all agricultural pro- 
ducts ; 

(e) To undertake, carry on and execute transactions 
as financial or commercial brokers or agents; 

(i) To invest the moneys of the company not imme- 
diately required for the purposes of the company in such 

investment as, from time to time, may be determined. 
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Mr. Justice Angers found as a fact that the company 
was a personal corporation and at all times material to 
the four appeals before him was controlled by Mr. Hatch. 
Early in 1926 Mr. Hatch transferred to the company certain 
securities, receiving fully paid shares in the capital stock 
of the company in payment. The income of the company 
consisted for the most part of the yield from these securi- 
ties or new investments made from time to time. 


Farm and Racing Stable 

In the spring of 1927 the company acquired a farm and 
some racing horses and commenced breeding operations. 
The number of horses was increased from three in 1927 to 
seventy in 1937. The operation of the farm and racing 
stable resulted in much more expense than income. The 
net income of the company as a personal corporation was 
properly included by Mr. Hatch as part of his personal in- 
come in each of the four years 1931-4 for which the appeals 
were taken and the sole question arising was as to whether 
the income of Mr. Hatch should have included the loss in- 
curred in the operation of the farm and racing stable or 
whether it had been properly deducted. 

Contention of the Minister 

The 1931 return was not reviewed until 1935. At first 
the Commissioner only disallowed $21,000 of a claimed ex- 
pense of $85,000. After reconsideration the Commissioner 
disallowed all the claimed expense and took similar action 
with respect to the returns for 1932-4. The Minister of 
National Revenue in his defence contended that the com- 
pany was formed for the purpose of carrying on and in 
fact engaged in the business or trade of an investment com- 
pany holding revenue bearing securities and as such re- 
ported its income for the years 1926 and 1927 classifying 
itself as engaged in the business of investment brokers; 
when it showed itself as engaged in the trade or business 
of ranching, farming or carrying on a racing stable in its 
1928 fiscal period, its chief occupation, trade or business 
continued nevertheless to be that of an investment com- 
pany, and the farming and racing activities were distinct 
from and subsidiary to such chief occupation. The defence 
denied that the claim for a refund of a sum paid under 
protest by Mr. Hatch with respect to the first of the addi- 
tional assessment could be made or a refund awarded. The 
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Minister maintained that he had authority to determine 
under section 10(2) of the Act what was the chief occupa- 
tion, trade or business of a taxpayer and he purported to 
determine that that of Trinity Securities Limited was that 
of an investment company holding revenue bearing secur- 
ities and that consequently under section 10(1) the income 
of the company should be deemed to be not less than the 
income derived from such chief occupation, trade or busi- 
ness. Alternatively the Minister contended that the opera- 
tions of the company were those of Mr. Hatch and were 
performed by him or, if performed by the company, were 
performed by it as agent for him; the expenses on account 
of the farm or racing stable were personal and living ex- 
penses of Mr. Hatch and were not deductible; the said 
expenses were not wholly, exclusively and necessarily laid 
out for the purpose of earning the income of the appellant. 
Contention of Appellant and Judgment 

(a) Applicability of Section 10 — Mr. Justice Angers 
agreed with counsel for the appellant that Section 10 was 
inapplicable. The right of the Minister under the section 
was limited to determining the chief occupation, trade or 
business of a taxpayer. Trinity Securities Limited was a 
personal corporation and it was not liable to tax on its 
income. Its net income for the fiscal period was considered 
income of Mr. Hatch who controlled ft. Consequently the 
company was not a taxpayer. Even under section 9B a 
company could not be a taxpayer. It was merely an agent 
for the purpose of withholding and remitting the 5% non- 
resident tax where applicable. 

(b) Business of Appellant—Again Mr. Justice Angers 
agreed with the appellant that the company had only one 
business. He quoted from Mr. Hatch’s examination for 
discovery which was put in evidence. It indicated a close 
familiarity with the farm and racing stable operations, but 
the farm was bought and the expense of operations was 
financed by the company. Mr. Ward Wright, K.C., Mr. 
Hatch’s solicitor, gave evidence personally. He referred to 
the aims of the company with respect to horse breeding 
and to the development of the farm and the racing stable. 
He said that the racing stable was a necessary adjunct to 
the breeding farm. One had to demonstrate what one had, 
and in the thoroughbred business the demonstration takes 
place on the racetrack. About twenty-two men were em- 
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ployed during the years 1931 to 1937. The investment 
policy was to produce income and there was no buying or 
selling except when necessary changes had to be made in 
the portfolio. No other income was received except from 
the investments and the farm and racing stable. Mr. Jus- 
tice Angers quoted American decisions and said he was 
satisfied that the farm and stable were operated in good 
faith for profit and constituted a business. It was not ma- 
terial that the history of similar businesses was not encour- 
aging from the profit viewpoint. The learned judge quoted 
English authority to indicate that the business of a com- 
pany might very well be that of investment or dealing in 
securities or both but he was satisfied that Trinity Secur- 
ities Limited did not carry on two separate businesses 
and that the investment of its funds was not in itself a 
business. The only business exercised by the company was 
the operation of its breeding farm and, as an adjunct, its 
racing stable. Notwithstanding that in its returns for 
1932, 1933 and 1934 the company had indicated the nature 
of its business as “investment” whereas in 1931 it had 
shown it as “racing and stud farm” he did not attach much 
importance to this indication and said that the nature of 
the business had to be determined from the evidence. Ac- 
cordingly it was held that the company was entitled to 
deduct the disbursements and expenses laid out in connec- 
tion with its business from the profits or gains realized 
therefrom and, if necessary, from the revenues derived 
from its investments. The finding applied to all four 
appeals. 

(c) Refund—As to the claims for a refund, the proper 
procedure was held to be by way of petition of right and 
not by appeal from the decision of the Minister. 


JAMES T. Gow. 


JULY, 1938. 59 





THE CANADIAN CHARTERED ACCOUNTANT 


A QUESTION OF REALIZED PROFITS 
Property Society Summoned 

The Accountant (London) over a period of several weeks 
recently reported the proceedings in an interesting prosecu- 
tion in England of a society registered under the Indus- 
trial and Provident Societies Acts for alleged violation of 
a section of the Act of 1893 in that a return filed by the 
society for the year 1936 was false. It was admitted that 
the prosecution brought by the Chief Registrar of Friend- 
ly Societies was in the nature of a test case. The society, 
the English and Scottish Co-operative Property, Mortgage 
and Investment Society Ltd., was supported in what it did 
by the opinion of experienced accountants so that there 
was no question of lack of bona fides. The point involved 
was really a narrow one but the opinions expressed to the 
magistrate by the accountants called as expert witnesses 
differed sharply as to the propriety of what had been done. 

The Transactions 

In 1934 the company purchased a property named Rut- 
land Court for £36,500. The property consisted of a block 
of flats on the front portion and a vacant site at the rear. 
In the same year the company sold the front portion on 
which the flats stood for £11,750 subject to the purchaser 
granting to the company a lease over the portion sold for 
999 years at a rent of £500 per annum. No objection was 
taken to the manner in which this transaction was recorded 
in the books nor to the return filed by the company for 
1934. The property, i.e. the company’s interest in Rut- 
land Court, was carried at £25,841 9s. (including costs of 
£1,091 9s.) the amount of £11,750 received from the sale 
having been deducted from the price of £36,500 paid for 
the property. The company then borrowed £18,000 by first 
mortgage on its lease of the front portion and for the pur- 
pose of the mortgage the Public Trustee valued the lease at 
£27,265. In 1935 legal costs of £165 were added to the 
book value. In 1936 the company turned its attention to 
the vacant site forming the back portion of Rutland Court 
and built a block of flats on it at a cost of £22,905 3s. In 
the same year the company sold the back portion on which 
the new flats stood for £11,750 subject, in the same man- 
ner as with respect to the front portion, to the purchaser 
granting a lease to the company for 99 years (instead of 
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999 years) but at the same rental of £500 per annum. The 
costs of the sale amounted to £619 5s. and the net proceeds 
of £11,130 15s. were taken to the credit of the revenue 
account for 1936 and described as “sale of ground rent on 
Rutland Court.” At the end of 1936 the value placed on 
the lease of the rear portion of the property was the costs 
of erecting the new flats namely £22,905 3s. while the value 
placed on the lease of the front portion was £26,635 11s. 5d. 
(made up of the 1934 figure of £25,841 9s. together with 
1935 legal costs of £165 and £629 2s. 5d. of additional ex- 
pense in 1936). A valuation was obtained of the leasehold 
of the back portion and it indicated a figure of £27,000 if 
the property were fully let and a supplementary valuation 
at £25,500 if the property was partly let. In the return for 
1936 the balance of profit was shown by the revenue ac- 
count at £10,862 8s. 5d. or less than the amount credited 
by reason of the Rutland Court transaction of £11,130 15s. 
so that but for it a loss would have resulted. It was the in- 
clusion of the £11,130 15s. as profit which led to the sum- 
mons being issued. 


Expert Opinion for the Prosecution 
The joint auditors objected as soon as they learned that 


the sum of £11,130 15s. had been included and ultimately 
they prepared a special report on the accounts. One of 
them, Mr. Norman Denis Grundy, F.C.A., a partner in the 
firm of Everett, Morgan and Grundy testified that when 
he asked why the 1936 transaction had been treated dif- 
ferently from the earlier one, he was told by the directors 
that they had been advised that the inclusion was proper 
and that they proposed to consult counsel. Counsel’s 
opinion was favourable but the witness was not satisfied 
that the facts had been suficiently clearly explained to the 
counsel consulted. He then sought the opinion of Sir Laur- 
ence Halsey, senior partner of Price, Waterhouse & Co. as 
one of the leading accountants in London. When the opinion 
was obtained he qualified his report. Mr. Grundy’s opinion 
expressed to the court was that the profit was not a realized 
profit and that there could be no realized profit till the 
whole property was sold. He was questioned with respect 
to other and earlier transactions to which he had taken 
no objection but he insisted that an item “surplus on re- 
valuation” in connection with another purchase was not 
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identical and that no one could be deceived by the item in 
question. Another transaction involved the sale of part 
of a property but the witness contended that the profit then 
set up was a realized profit in respect of the part sold 
as it was sold outright and the balance was carried at cost. 
In the Rutland instance the property had been sold for 
cash and a lease which would eventually have to be sur- 
rendered and in the meantime carried obligations of the 
same nature as formerly. Sir Laurence Halsey expressed 
his view that the £11,130 15s. was a financial transaction 
and not a profit at all. He was asked whether he was sur- 
prised to hear that there was a difference of opinion on 
the matter and said that he was. He would not agree that 
there had been a sale as the company was subject to the 
same risks before as after. 


Expert Opinion for the Defence 


The defence took the stand that the burden of proof 
of offence lay on the prosecution and submitted that no 
offence had been shown. The magistrate however was in- 
clined to the view that the amount claimed as profit was 
not a realized profit as there had been no sale. Counsel con- 
tended that no valuation had been used for the figure for 
the lease on the back portion but only cost. He called 
two witnesses, both Fellows of the Society of Incorporated 
Accountants, Mr. Herbert John Page, practising at Wal- 
brook with over forty years’ experience and Mr. Edward 
Baldry of the firm of Allen & Baldry with twenty-seven 
years’ experience. Both of them took emphatic issue with 
Sir Laurence Halsey. Mr. Page said that in every trading 
transaction where one sells part of the trading assets and 
is left with a residue one is entitled to take a profit on the 
part sold provided one applies a proper valuation to the 
residue. He regarded the transaction as a completed one 
when the back portion was sold and that the profit then 
became a profit and a realized one. He agreed that it was 
sound practice to use the cost figure for the lease on that 
portion rather than an appraisal. Mr. Baldry thought the 
transaction was an absolutley complete one in law and that 
considerably less profit had been taken than might have 
been taken. He agreed that valuations were terribly un- 
certain and that less than the valuation might be realized 
but he would not agree that the £11,130 15s. could not be 
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said to be profit till the valuation was realized. The asset, 
he said, had been realized. 


Verdict 


Only a very brief note is given of the verdict. The 
magistrate found the company guilty of making a false re- 
turn and imposed a fine of £5 emphasizing that there was 
no question of any guilt or falsity. The company had en- 
tered into a contract for the sale of a freehold which had 
cost it £23,000 for £11,750 and it was obvious that the price 
had no relation to the value of the freehold. The lease- 
hold was granted at the same time as the freehold was sold 
and the two transactions must be taken together and 
treated as one transaction. It was therefore impossible to 
say that the sum received for the sale of the freehold was 
wholly a profit. 

JaMEs T. Gow. 


THE AUDITOR’S REPORT TO THE SHAREHOLDERS 


Memorandum Regarding Roundtable Discussion at 
Annual Meeting in Halifax, August 1938 


i. AN endeavour to promote spontaneous discussion of 
a subject of interest to our profession, the Executive 
Committee of the Dominion Association has decided to de- 
vote one of the sessions of the meeting at Halifax this year 
to a roundtable discussion. Discussions of this nature have 
met with considerable success at the annual meetings of 
the American Institute of Accountants and other bodies. 
As the main object of these roundtable gatherings is to 
promote informal discussion and to encourage as many as 
possible to participate, it is desirable that the subject of 
the discussion be not specialized but that it be one of in- 
terest to all chartered accountants. Having this particu- 
larly in mind the Committee has decided that the round- 
table gathering be devoted to a discussion of: “Should the 
Statutory Form of the Auditor’s Report to the Shareholders 
be changed?” 

It is possibly unnecessary to quote the following typical 
example of an auditor’s report to shareholders as required 
by the Dominion Companies Act or by the Companies Acts 
of most of the Provinces. 
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“We have examined the books and accounts of the A. B. 
Company, Limited, for the year ended 31st December 1937 and 
have obtained all the information and explanations we have re- 
quired. In our opinion, the above Balance Sheet is properly 
drawn up so as to exhibit a true and correct view of the state 
of the Company’s affairs, according to the best of our information 
and the explanations given to us and as shown by the books of 
the Company.” 

The statutory requirements of this report to share- 
holders have been in force for many years in Canada and 
they are also contained in the Companies Act of Great 
Britain. There has been some discussion in recent years 
as to whether or not this form of report should be changed 
and this discussion has arisen to some extent through the 
adoption in the United States of a certificate radically dif- 
ferent in form to the previous forms in use in that country. 
In a recent article published in THz CaNnapIAN CHARTERED 
AccounTANT, the writer, Mr. A. E. Cutforth, F.C.A., said: 
“T feel that there is not a little to be said in favour of amend- 
ing the statutory wording of the auditor’s certificate such, 
for example, as by omitting the reference to a ‘true and 
correct view’ and possibly inserting instead a sentence to 
the effect that the balance sheet is in agreement with the 
books and is drawn up in accordance with proper account- 


ancy principles.” 
The form of certificate now largely in use in the United 
States is as follows: 

“We have made an examination of the balance sheet of the 
X Y Z Company as at 31st December 1937 and of the statement 
of income and surplus for the year 1937. In connection there- 
with, we examined or tested accounting records of the Company 
and other supporting evidence and obtained information and ex- 
planations from officers and employees of the Company: we also 
made a general review of the accounting methods and of the 
operating and income accounts for the year, but we did not make 
a detailed audit of the transactions. 

“In our opinion, based upon such examination, the accom- 
panying balance sheet and related statement of income and sur- 
plus fairly present,{ in accordance with accepted principles of 
accounting consistently maintained by the Company during the 
year under review, its position at 31st December 1937 and the 
results of its operation for the year.” 

The following points, and doubtlessly many others, will 
come up for consideration: 
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1. Should the statutory form of report be changed to in- 
dicate, as in the American form of certificate, that a test only 
has been made of the accounting records of the company or 
should we continue to rely on the “jurisprudence” behind our 
present form of report which recognizes the process of test and 
sampling although our present form of report does not say that 
our examination has been restricted to tests? 

2. Should the statutory form of report embrace direct refer- 
ence to the Profit and Loss Account or “the results of operation 
for the year” having regard to the increasing importance which 
the public attach to that account? 

3. Is it desirable to adopt the phrase “in accordance with ac- 
cepted principles of accounting” in the absence of a recognized 
set of accounting principles? 

4. Should the expression “true and correct view” be elimin- 
ated? 

5. Should the element of “consistency” in application of ac- 
counting methods be recognized as important and referred to in 
the auditor’s report? 

6. Inasmuch as the duties and responsibilities of shareholders’ 
auditors in Canada are essentially the same as in Great Britain 
and that British case law on the subject is applicable to Canada, 
would it not be desirable to wait until the next revision of the 
English Companies Act before suggesting any changes? 

7. The “American” certificate is now being used, to some 
extent, in Canada in a form which embodies the statutory re- 
quirements of the Dominion Companies Act. Would it be 
desirable to adopt the “American” form in entirety by suitable 
amendment to the Companies Acts? 

The proceedings at the roundtable discussion will be 
under the direction of a Chairman, whose duties will be to 
introduce the subject briefly and to see that the discussion 
is kept alive. It is not necessary, and possibly undesirable 
in a discussion of this nature, that any papers be read 
although a few notes to which the speaker could refer might 
be prepared beforehand. 

It is not intended that the question shall be put to a 
vote which will be binding on the Association in any way. 
Out of the informal discussion, however, the Legislation 
Committee of our Association hopes to obtain views which 
will be helpful in guiding it in the preparation of future 
recommendations for amendment to the Dominion Com- 
panies Act. 
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GENERAL NOTES 
Our Contributors This Month 


GEORGE OLIVER May, whose addresses on “Improvement 
in Financial Accounts” are being published in the July, 
August and September issues, is an outstanding figure in 
the profession and his name is familiar to every accountant 
on this continent. Some of the highlights of his career 
appeared in “Our Contributors” column in the April 1937 
issue. For forty-one years Mr. May has been practising 
his profession in the United States, and since 1911 has been 
senior partner of Price, Waterhouse & Co. 


WiuiAm Fercuson RE, who writes on oil royalties this 
month, received his early education in Glasgow, and came 
to Calgary in 1913 where he has since resided. He com- 
pleted his articles with the firms of Scott & Stuart, and 
Harvey & Morrison, chartered accountants, Calgary; was 
admitted a member of the Alberta Institute of Chartered 
Accountants in 1930 and opened an office for the practice 
of his profession in 1934. He was a member of the Council 
of the Institute in 1936-37. 


CHARLES W. Situ, who discusses the problem of ac- 
counting for returnable containers, is a member of the 
Societies of Certified Public Accountants of North Carolina 
and Maryland and is also a member of the Maryland Bar. 
For nine years Mr. Smith was employed as auditor in the 
Income Tax Unit of the United States Bureau of Internal 
Revenue and for the past nine years has served as chief 
auditor of the Public Service Commission of Maryland. He 
is also an instructor in specialized accounting and cost ac- 
counting at John Hopkins University. 


MELVILLE WELLS WADDINGTON, who makes some observa- 
tions this month on the gas industry, has had a brilliant 
academic record. After graduating from St. Clement’s 
Boys’ College, Toronto, in 1914 as gold medallist, he entered 
the University of Toronto, ranking for five scholarships and 
retaining two. In 1915 he enlisted as a lieutenant in the 
Canadian Field Artillery and in 1917 transferred to the 
Royal Flying Corps, and saw active service in France. He 
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was gold medallist in the final examination of the Institute 
of Chartered Accountants of Ontario in 1926, and later 
joined the staff of the Toronto General Trusts Corporation 
as chief accountant. In 1937 he was appointed as Comp- 
troller of The Consumers’ Gas Company of Toronto. 


Proctor and Gamble Case 

In the January issue of THE CANADIAN CHARTERED AC- 
COUNTANT (page 47) a reference was made to the judgment 
of the Court of King’s Bench of Saskatchewan respecting 
the tax appeal of the Proctor & Gamble Company of Can- 
ada. As noted in that issue, the company gave notice of 
appeal to the Court of Appeal, but we now learn that the 
company abandoned the appeal. The judgment delivered 
by Mr. Justice Taylor, then, is the final judgment in this 
case. 


Federal Government Relief Since 1930 

Since 1930 Canada’s federal treasury has disbursed a 
total of $308,742,859 on relief in varied forms, according 
to the annual report of the Dominion commissioner of un- 
employment relief, tabled recently by Labor Minister Rogers 
in the House of Commons, 

In addition to constituting a record of disbursements 
under the Act, the report gives particulars respecting grants 
in aid, works in co-operation with the provinces, aid in the 
drought areas, re-establishment of settlers, agreements 
under the Farm Employment and Improvement Plan (single 
unemployed persons), relief settlement, and youth training. 

Of the amount disbursed Ontario has received $84,755,- 
715 and Quebec $52,307,404, while Saskatchewan comes 
third with $47,581,902. Other provinces have been assisted 
to the following amounts: British Columbia $22,265,975; 
Manitoba $21,912,526; Alberta $15,031,992; Nova Scotia 
$7,316,070; New Brunswick $4,929,890 and Prince Edward 
Island $1,190,739. 

In addition to the above amounts the Dominion itself 
engaged on relief projects, administered by various gov- 
ernmental departments, and these brought the disburse- 
ment figure up to the total mark. 
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Value of Commercial Fruit 

According to The National Revenue Review (Ottawa), the 
total value of commercial fruit produced in Canada during 
the 1937 season was $17,481,200 compared with $15,341,100 
in 1936. The apple crop amounted for the greatest portion, 
having been estimated at slightly under five million barrels 
valued at $10,645,000. Strawberries were valued at $2,- 
226,100, grapes $1,085,900, peaches $960,400, raspberries 
$959,600, pears $538,900, cherries $533,700, and plums and 
prunes $278,100. 


PROVINCIAL NEWS 


ALBERTA 


The following candidates were successful in the examina- 
tions of the Institute of Chartered Accountants of Alberta 
held in April last. 

Final—A. Paterson, Calgary; D. B. Barr, M. C. French, 
G. E, Gee and E. R. Roach, Edmonton; and J. R. Jackson, 
Lethbridge. 

Intermediate—T. G. Brown, J. Chaston, A. F. Dixon, 
T. A. Humphries, T. Logie and C, A. Richards, Calgary ; and 
G. F. McClary, Edmonton. 

Primary—H. J. Bishop, J. R. Hardie, C. N. Mawer and 
D. J. Morrison, Calgary; C. A. Clouston and G. W. Stewart, 
Edmonton; and J. Lakie, Lethbridge. 

Supplemental Examinations: Final—Accounting I, J. W. 
Brown, E. A. Campbell, R. M. Cockburn and J. W. Dick; 
Accounting II, R. M. Cockburn and G, James; Auditing I, 
G. James; Law of Executors, W. M. Anderson and E, A. 
Campbell; Intermediate—Accounting II, A. D. MacKenzie 
and D. Stuart; Auditing I, H. M. Burt; Mathematics, A. D. 
MacKenzie, D. Stuart and H. M. Burt;. Primary—Arith- 
metic, R. J. Snell. 

No medals were won by the Final or Intermediate can- 
didates, but the Bronze Medal, which indicates honours in 
the Primary standing, was won by Gordon William Stewart 
of Edmonton. The prize in the Final, indicating the highest 
standing, was won by John Robert Jackson of Lethbridge. 

The Council of the Alberta Institute at its meeting on 
the 7th of May admitted Eric Richardson of Calgary as a 
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Fellow of the Institute in recognition of the conspicuous 
services which he has rendered to the Institute and to the 
profession. 

Examinations of the Institute which have heretofore 
been held during April each year will be held in December 
of each year commencing 1938. Some of the examination 
regulations have been changed, and any person interested 
may secure a copy of a new booklet which will be issued by 
the Alberta Institute on June Ist. 


BRITISH COLUMBIA 

The results of the recent Final Law Examinations of 
the Institute of Chartered Accountants of British Columbia 
have been announced and the first and second places were 
won by C. N. Brennan and F. A. Griffiths respectively. 
Other successful candidates were K. W. Atkinson, E. Clax- 
ton, N. S. Cowan, T, A. A. Fraser, D. A. Lloyd-Jones, B. W. 
Power and W. G. Rathie. Messrs. Atkinson, Brennan and 
Cowan, having passed all examinations, are now eligible for 
membership in the Institute. 


At a meeting of Council on 7th June, Francis Small of 
Philadelphia and William Braidwood Milne of Nanaimo 
were admitted to membership in the Institute. 

The Council regrets to report the death of Sir Albert 
William Wyon, K.B.E., a member of the Institute since 
1913. 


QUEBEC 


The fifty-eighth annual meeting of the Society of Chart- 
ered Accountants of the Province of Quebec was held in 
Montreal 21st June 1938. In the absence of the President, 
Guy E. Hoult, who is at present in England, Maurice Sam- 
son, the First Vice-President, acted as Chairman. The 
minutes of the last annual meeting were taken as read, and 
adopted on the motion of C. N. Knowles and C, F. Elderkin. 

The report of the President and Council and the finan- 
cial statement for the year ending 3lst May 1938 were 
unanimously adopted, as were also the reports of the sub- 
committees of council on Library, Legislation, Membership, 
Public Relations and Magazine, and Social Functions. 
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Two amendments to the by-laws were approved by the 
meeting as follows: 


27. Another General Meeting of the Society for the purpose of 
electing members and the transacting of general business shall 
be held in the month of December, at such time and place as may 
be determined by the Council. At least seven days’ notice shall 
be given by ordinary mail. 

37. Any person not under seventeen years of age and resident 
in the Province of Quebec who shall have satisfied the primary 
examination requirements of the Society and being employed by a 
member in good standing of this Society who places his services as 
a professional accountant before the public for remuneration and 
maintains an office in the Province of Quebec at which his services 
may be engaged, may apply to the Council to be registered as a 
student, provided however, that the total number of students 
registered from the office of any member of this Society shall not 
exceed three for the first Chartered Accountant and two for each 
additional Chartered Accountant in such office, and provided such 
additional Chartered Accountants shall have been members of this 
Society for at least two years. In determining the number of 
registered students employed in any Chartered Accountant’s office, 
those students who have completed five years’ service as regis- 
tered students shall not be included. Every applicant for regis- 
tration shall furnish evidence in such form as the Council may 
direct as to his age, occupation and moral character. Every 
application shall be accompanied by a declaration of the appli- 
cant’s intention to qualify for admission to membership in the 
Society and in due course apply therefor and also by an under- 
taking to submit to the direction of the Council in all matters 
relating to studies and practical experience. 


The following students having satisfied the require- 
ments of the Society with respect to examinations and term 
of service were formally admitted to membership in the 
Society: C. K. Anderson, J. A. Baldwin, J. W. Bedbrooke, 
M. H. Blakely, A. W. Bruce, F. S. Capon, J. LeM. Carter, 
W. M. Chamard; S. A. Doubilet, L. T. Ellyett, J. D. Ford, 
F. M. Gray, W. W. Holmes, D. W. Kerr, F. C. Lowe, A. B. 
Luke, J. G. Mock, A. W. Morrison, J. Plumpton, G. C. Shand, 
M. R. Sichel, L. D. Small, M. Sohmer, J. W. Tait, J. E. 
Thompson, G. P. Thomson, N. S. Verity, and R. W. 
Wakefield. 

L. T. Ellyett and F. S. Capon, who obtained first and 
second places respectively in the final examinations, were 
awarded the First and Second War Memorial Prizes. 


The following words of welcome of President Hoult to 
the new members were read by Mr. Samson: “I am ex- 
tremely sorry that I shall not be here in person to welcome 
you into our Society and to congratulate you on passing 
your final examinations and thereby becoming Chartered 
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Accountants. I could not resist, however, leaving in the 
care of Mr. Maurice Samson, a few words of good wishes 
for your future success together with the hope that you 
endeavour to uphold the splendid position that Chartered 
Accountants occupy in the business world today. 

“Colonel Robert Montgomery in his Presidential address 
to the 50th anniversary celebration of the American In- 
stitute of Accountants made some remarks which I cannot 
do better than repeat to you. ‘In our profession,’ he said, 
‘our advance has been rapid and most of us have been 
partly trained; yet today the public accountant is such a 
vital factor in the business, financial and social affairs of 
mankind that he cannot be disregarded any more than, in 
an important matter of health or law, the prudent person 
would neglect to call in a doctor or lawyer. Whether he likes 
it or not, the professional accountant frequently is required 
to appraise the activities, the transactions of others and 
say that he thinks, let the chips fall where they may.’ 

“It is a great privilege to belong to the Society of Chart- 
ered Accountants. The reputation of the whole enhances 
the reputation of the individual and the honour of the name 
is guarded jealously by all the members. 

“T do not feel qualified to give you words of wisdom as 
to how to build up your future progress. The profession 
has only one foundation and that is it stands for courage 
to tell the truth about accounts. Our hope and your hope 
is that this foundation will never change. 

“There is one important tendency in the profession 
today and I am going to refer to it with the only piece of 
advice which I will give to you. This tendency is that pro- 
fessional accountants more and more, year by year, are 
consulting with each other regarding controversial pro- 
cedure. In nearly every other profession, the members 
thereof through the ages and on matters that affect their 
professional activities stand like the Rock of Gibraltar to- 
gether. It has taken a good many years for professional 
accountants to follow that practice. I look with a great deal 
of satisfaction upon this growing tendency of members of 
our profession in different firms to discuss controversial 
subjects affecting professional practice and I think this will 
strengthen our position a great deal. However, I pass it 
on to you as a good idea to help wherever you can in this 
direction. 
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“T congratulate you again upon your admission to the 
Society and I trust that you will always realize that we 
cannot make progress unless we continue to fight for the 
ideals and standards which came to us from the founders 
of the profession.” 

The report of the scrutineers, which was read by K. W. 
Dalglish, the Chairman of the Scrutineers’ Committee, 
showed the following result of the annual election of mem- 
bers to the Council: President—Maurice Samson; First 
Vice-President—Alex. Ballantyne; Second Vice-President— 
Henry G. Norman; Secretary-Treasurer—Robert Wilson; 
Members of Council (for two years): Campbell Wilson 
Leach, Colin J. G. Molson, R. W. Sharwood, Gordon S. Small 
and J. C. Thompson. The other members of Council who 
have one year to serve are: J. Fulton Camelford, C. F. 
Elderkin, Jean-Paul Gauthier, George Hunter, C. F. Ritchie, 
and Guy E. Hoult, retiring President. 

In a few choice words the newly-elected President, Mr. 
Samson, paid tribute to the good work of the retiring Presi- 
dent, Mr. Hoult. “With the increasing membership,” he 
added, “the task of the President is becoming more and 
more arduous every year, and I solicit the same support 
and co-operation that was afforded the retiring President.” 

Frank A. Nightingale of Halifax, President of The Do- 
minion Association of Chartered Accountants, and Austin 
H. Carr, Secretary-Treasurer, were present at the meeting. 
Mr. Nightingale referred briefly to the varied activities of 
the Dominion Association and to the growing importance 
of the profession of the Chartered Accountant in Canada, 
and extended a hearty welcome to the members to be pres- 
ent at the Dominion annual meeting in Halifax in August. 

During the afternoon, which was an ideal day for 
golfers, the annual golf tournament was played at the 
Mount Bruno Golf and Country Club. 
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PERSONALS 


As the July issue was going to press word reached us 
that among the recipients of the recent birthday honours of 
His Majesty King George was Arthur Edwin Cutforth, 
C.B.E., F.C.A., of London, a former President of the Insti- 
tute of Chartered Accountants in England and Wales, a 
member of the Institute of Chartered Accountants of On- 
tario, and a contributor on more than one occasion to THE 
CANADIAN CHARTERED ACCOUNTANT. The knighthood was con- 
ferred for distinguished services to British agriculture. Sir 
Arthur’s many friends in Canada offer their congratulations. 


F. Richardson, chartered accountant, wishes to an- 
nounce that he has opened an office for the practice of his 
profession in the Rogers Building, 470 Granville Street, 
Vancouver, British Columbia. 


CORRESPONDENCE 


Toronto, 7th June 1938. 
The Editor, 
The Canadian Chartered Accountant. 


Dear Sir, 


A Company with a large number of trading units has followed 
the practice of charging to a Head Office Expense Account the pay- 
ments which it makes to Pensioners. It is now proposed to apportion 
these Pension payments to the different trading units of the Company 
by adding a percentage to the Branch payrolls. 

It is recognized that under the Income War Tax Act only the 
payments actually made to Pensioners or the appropriation to a 
recognized Pension Fund will be admitted by the Income Tax auth- 
orities as a deduction from taxable profits. 

Banks are in the habit of making an appropriation of profits 
towards an Employees’ Pension Fund, and other concerns, in a similar 
way, make allocations from profits to their respective Employees’ 
Benefit schemes. 

I have not found, however, any concern which uses the method 
above outlined under which the charge is apportioned over the trading 
units, and I shall be obliged by having the opinion of any who have 
encountered this problem. 

This point may be of general interest to your readers #.d someone 
might know of instances where such a method has been adopted. 
Yours truly, 
“Member.” 


The plan suggested by “Member” is an interesting one and 
we shall be pleased to hear on or before July 18th from any of our 
readers who have seen it in operation. Replies will be published in 
the August issue.—Editor. 
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The articles in this Department, unless otherwise stated, are or- 
iginally written by the Chairman of the Terminology Committee and 
submitted to the members thereof; they are afterwards revised by 
him after consideration of suggestions made by the members. 


If it should be thought that any articles include too much primary 
or elementary matter, readers are asked to realize that the Committee 
hopes these articles will be of especial value to Students-in-Accounts; 
and it is believed that, to impart a thorough understanding, too much 
emphasis cannot be placed on the fundamental principles on which 
the ideas connoted in the term defined are based. 


(Continued from May issue) 


Discount: (1) Trade Discount is an allowance from the 
list price of goods bought for resale. 

(2) Cash Discount is an allowance made by a creditor 
for prompt payment within the agreed terms. 

(3) Bank Discount is the charge made by bankers for 
discounting acceptances and notes before their maturity. 

(4) In connection with stocks and bonds, the amount by 
which the market value is less than par. 

Dividend: (1) Literally something to be divided. 

(2) An amount set aside from the profits or distribu- 
table surplus of a joint stock corporation or company to 
be divided among the shareholders pro rata to their hold- 
ings; the individual amount received by each shareholder ; 
usually paid in cash, but may be paid in other assets. 

(3) The net amount realized in a bankrupt estate, 
divided among creditors pro rata to their claims; the share 
which falls to each. 

(4) The distributions to shareholders of a company or 
corporation on the liquidation of its assets. 

Dividends in Arrear: Undeclared dividends past due on 
cumulative preferred capital. 

Double Account System: The name given to a system 
prescribed in Great Britain for certain concerns incorpor- 
ated by special Acts of Parliament. It requires the bal- 
ance sheet to be drawn up in two sections, the first showing 
receipts and expenditures on Capital Account, and the 
second being the “General Balance Sheet.” The first shows 
all capital issued and paid, including loan capital (bonds 
or debentures) and the cost of all fixed assets; any balance 
is carried into the second section, which then is completed 
by the inclusion of current assets and liabilities. 
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Double Entry: The system of bookkeeping now in gen- 
eral use, in which it is recognized that every business 
transaction involves two or more phases which are recorded 
accordingly, requiring the use of two or more accounts—at 
least one debit and one credit account. 

Due: Having reached maturity; owing, payable, or re- 
ceivable., 

E 

Earned Income: A term which, under the income tax 
laws of the Dominion and Provinces has statutory meaning 
as defined in the various acts. 

Earned Surplus: See “Surplus.” 

Earnings: (1) Profit, income or revenue; (2) Remunera- 
tion for services either of individuals or for equipment or 
assets lent to others; (3) Frequently used by financial pub- 
lications to denote income before charging depreciation or 
bond interest. 

Embezzlement: The appropriation by any servant or em- 
ployee of property received by him on behalf of his em- 
ployer. 

Encumbrance: A mortgage, lien, or other liability at- 
taching to a particular property or asset. 

Endowment Funds: Funds and investments acquired 
(usually by gift or bequest) by charitable, religious or other 
non-profit institutions, the income of which is used for 
general or specific purposes according to the conditions at- 
taching to the gift. 

Ex Dividend: (abbr. “ex-div.”). A term used in connec- 
tion with the market price of shares indicating that a 
dividend about to be paid is excluded in the sale, and does 
not go to the purchaser. See “Cum Dividend.” 

Expenditures: The amount of liabilities incurred and 
cash disbursed other than in the actual settlement of li- 
abilities within a period, whether on capital or current ac- 
count; contrasted with “Disbursements,” the actual pay- 
ment of liabilities within such period. 

Expenses: A general term applied to the costs of carry- 
ing on business. Usually expenses are divided up into 
classifications, and the word itself only used for “Miscel- 
laneous Expense”—small amounts for which no specific 
classification is provided. 

External Audit: See “Auditor”—‘“ Auditors.” 
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F 

Face Value: The nominal value as stated in the instru- 
ment itself, of a note, mortgage or other security. 

Factory Cost: The cost of an article in material, labour 
and factory overhead; not inclusive of costs of selling, ad- 
ministration and financing. 

Factory Expense: Expense within the factory or shop 
itself, part of manufacturing cost; not inclusive of selling, 
administration or financing costs. 

Fidelity Bond: See “Bond.” 

Financial Condition: The position occupied by a company 
or other business concern as to its finances, of particular 
significance to creditors and shareholders. Such position 
is usually presented and. disclosed in a properly drawn bal- 
ance sheet at a given date. 

Financial Statements: The annual accounts of a con- 
cern, also any statements drawn up for the purpose of as- 
certaining the financial position. 

Fiscal Period: See “Accounting Period.” 

Fixed Assets: Capital assets (q.v.) of a tangible nature. 

Fixed Capital: Capital assets. 

Fixed Charges: Expenditures which ordinarily remain 
constant, and do not vary with the volume of business. 

Fixed Liabilities: A term sometimes used for long-term 
liabilities. It is submitted that “Funded Liabilities” is 
preferable. 

Floating: Current; e.g., floating debt, floating assets, 
floating capital, (current assets) etc. 

F.0.B.: “Free on Board.” In a sale contract, the term 
indicates that the price includes delivery at the seller’s risk 
to some specified point either on rail or ship, where the 
purchaser assumes ownership. In Great Britain “F.O.B.” 
refers to consignments to a ship, and “F.O.R.” is used to 
mean “Free on Rail.” 

Folio: Strictly, a folio is a sheet of paper folded to make 
two leaves, and in using the word in connection with the 
leaves of accounting books it should really be used only 
when the two opposite leaves of the open book bear the 
same number, as in a cash book. In a journal where each 
page is numbered consecutively, the word is “page.” How- 
ever, the word “folio” has now been misused so long that 
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it has become definitely established for all the pages or 
folios of books of account. 

Foreign Exchange: Monetary and credit instruments 
employed in the settlement of international transactions. 

Franchise: A privilege granted to a person or corpora- 
tion to use public property, or to confer exceptional rights 
or immunities. 

Freight: A charge for the transportation of merchan- 
dise, etc. 

Fully Paid: A term applied to capital stock on which no 
further calls can be made. 

Fund: Assets held within a business acquired for specific 
purposes, e.g., sinking fund, petty cash fund, replacement 
fund, etc. 

Funded Debts: Long term liabilities, e.g., bonds or long 
term notes. 


BOOK REVIEW 


AN OUTLINE OF STATISTICS 
By Samuel Hays, B.Com. 


(Published by Longmans Green & Co., London and Toronto, 1937, 
244 pp., $1.50) 


The text, as the author explains, is a simple and practical approach 
to statistics. Only those portions of the subject are treated which 
“require but a moderate command over mathematical processes,” and 
where possible, illustrations are chosen “which fit into the students’ 
experience.” ‘There are useful chapters on the meaning and collection 
of statistical data, and on their summarization. The attention devoted 
to time series and index numbers, and particularly correlation is almost 
too brief for comfort, although there is no neglect of the essentials. 
Sampling is relegated to an appendix. Other chapters provide an in- 
troduction to vital statistics and to such fields as the statistics of 
employment, overseas trade and prices. Care has been used in the 
selection of illustrations, which are drawn chiefly from statistics of 
the United Kingdom. Over thirty pages of questions are also included. 
For those who are just beginning the study of statistics, the book 
provides an introduction not only thoroughly worthwhile but also 
sufficiently interesting to invite further study of the subject. 


W. T. EASTERBROOK. 


University of Toronto, 
10th June 1938. 
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R. G. H. SMAILS, C.A., Editor 








NOTES AND COMMENT 


Apparently following the lead given by a number of 
United States public utility corporations the directors of a 
Canadian public utility company are proposing to write off 
against issued share capital some four and a half million 
dollars of bond discount on the grounds that this item, 
which appears on the debit side of the balance sheet, is 
“not represented by any tangible assets.” There is seem- 
ingly much misapprehension concerning the true nature 
and significance of bond discount. 

Bond discount although it appears on the assets side 
of the balance sheet is not an asset either tangible or in- 
tangible but is, initially, the amount by which the “coupon” 
paid over the term of the bonds will fall short of interest 
at the rate at which the company is able to borrow. The 
deficiency is made good in a lump sum at maturity of the 
bonds by the borrower repaying more than he originally 
borrowed. 

A company has no control over the rate at which it can 
borrow money but by selection of a “coupon” rate it can 
make the discount on issue of its bonds large or small at 
will. Thus a company whose borrowing rate was 6 per cent. 
on a five year bond (interest payable half yearly) could 
borrow $100 on a $100 bond bearing a 6 per cent. coupon, 
$87.20 on one bearing a 3% coupon, $91.47 on one bearing 
a 4% coupon, and so on. In every case the money which 
the company borrows is costing it precisely 6 per cent. 

To write off against capital the discount on issue of 
bonds is therefore equivalent to charging a part of the in- 
terest on borrowed money against capital. It has the effect 
of overstating the operating profits of the company over 
the whole of the term of the bonds, of conveying a false 
impression of the earning capacity of the company, and 
of depleting the working capital. A simple illustration will 
bring these points home. X Ltd., a company which can 
borrow at 6% has an issued capital of $100 represented by 
$80 of fixed assets and $20 of net current assets so that its 
balance sheet appears thus: 


JULY, 1938. 79 










































THE CANADIAN CHARTERED ACCOUNTANT 


Fixed Assets ...... ieee AAS hi bens $100.00 
Current Assets .... 20.00 














It now decides to sell a $100 five year bond with a 3% 
coupon and so borrows $87.20 to produce a balance sheet: 














Fixed Assets ...... ff ) Re ae $100.00 
Current Assets .... 107.20 Bonds Payable ..... 100.00 
Bond Discount ..... 12.80 

$200.00 $200.00 
Writing off the discount on bonds against capital we get: 
Fixed Assets ...... SOR00 Capital ..... 00.05% $ 87.20 
Corment ensis .... 00D Te ec ccccecss 100.00 

$187.20 $187.20 





Ignoring the changes wrought in practice by operations and 
assuming the same assets at the maturity of the bonds 
five years later, the redemption of the bonds produces a 
position: 

Fixed Assets ...... $ 80.00 

Current Assets .... 7.20 Capital ........... $ 87.20 














The position of the company is obviously much weaker now 
than it was in the first place, since working capital is down 
from $20.00 to $7.20 and in each of the five years operating 
profit would have been overstated—by amounts ranging 
from $2.27 in the first year to $2.86 in the fifth year. 

It is for the shareholders of a company (and nobody 
else) to decide whether they really wish their capital invest- 
ment to be used to defray operating costs and so to produce 
these results. But it may be noted that in any prospectus 
issued subsequently the apparent past profits would have to 
be adjusted down to the actual figures. 

* * * 
PUZZLE 

A traffic officer patrolled his stretch in one direction at 
twenty miles an hour and in the other direction at sixty 
miles an hour. What was his average speed for the round 
trip? 


80 











STUDENTS’ DEPARTMENT 


Solution to last month’s puzzle. In any three consecu- 
tive volumes standing on a bookshelf the first page of the 
first volume and the last page of the third volume are the 
pages nearest to the second volume. The bookworm there- 
fore had to penetrate four covers (a total of one half inch) 
and the leaves of the second volume (three inches). The 
distance travelled was thus three and one half inches. 

* * a 


STUDENTS’ ASSOCIATION NOTES 4 
ONTARIO 

The Chartered Accountants Students’ Association of 
Ontario held its annual dinner this year on 12th April. 
The annual report was read and the activities of the As- 
sociation for the previous year were very briefly reviewed 
by Mr. George F. Plummer, the retiring President. Our 
guest speaker was Prof. “Tommy” Loudon of the University 
of Toronto who gave a very interesting illustrated talk on 
the developments which have occurred in the field of Avia- 
tion. 

The entertainment for the evening was provided by four 
of our own members who presented a_hilarious short skit, 
the setting for which was a client’s small, dingy office. 

The names of those members who were elected to the 
Students’ Council were also announced at this meeting, and 
the Executive was later elected from among the council 
as follows: 

Honorary President—Gordon D. Campbell, F.C.A. 

Honorary Vice-President—R. F. Bruce Taylor, C.A. 

Past President—G,. F. Plummer 

President—S. G. Hennessey 

Vice-Presidents: 

Toronto—D. S. R. Hepburn 
Hamilton—J. F. Scott 
Ottawa—Frank Orme 

Secretary—B. T. Stephenson 

Treasurer—H. C. Rogers 
Other members elected to council were: Frank Buck, G. K. 
Hutchings, J. A. A’Court, J. W. Glendinning and L. G. 
Arnold. 

Having completed the assigned lessons of the Spring 
term, the students are now turning their attention to base- 
ball, and the annual golf tournament,—but more of these 
later. 
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QUEBEC 

A successful year’s work was reported to the Chartered 
Accountants Students’ Society by Herbert Gilbert, presi- 
dent, at the annual meeting held June 20th in their offices 
in the Canada Cement Building. Among the activities of 
the year Mr. Gilbert called special attention to the test 
examinations conducted in the fall and spring. Prize win- 
ners were: S. Druker, highest marks in auditing; L. T. 
Ellyett, highest marks in accounting; Andre Gervais, high- 
est aggregate marks on the two papers. 

An increase in membership of 89 per cent. over last 
year was reported, as well as a decided increase in interest 
and activities. Study groups of special interest were con- 
ducted throughout the winter. A balance of $155.84 was 
announced for the financial year. 

At the conclusion of the meeting officers for next year’s 
executive were elected as follows: Honorary Presidents, 
Guy E. Hoult, F. W. Sharp, W. E. Dunton; President, 
Howard Ross; Vice-President, Bruce Adair; Secretary, A. 
W. Gilmour; Treasurer, Paul Trudel; General Committee, J. 
LeM. Carter, G. Meredith Smith, J. W. Bedbrooke, J. W. 
Tait, J. F. Lewis, H. B. Savage, G. MacNeill, T. P. Brown, 
Roland Gregson; auditors, S. Druker, Andre Gervais. 


* * * 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken and represent his views and opinions. They are 
designed not as models for submission to the examiner but rather as 
such discussion and explanation of the problem as will make its study 
of benefit to the student. Discussion of solutions presented is cordi- 
ally invited. 


PROBLEM I 
THE INSTITUTE OF CHARTERED ACCOUNTANTS 
OF MANITOBA 
INTERMEDIATE EXAMINATIONS, MAY, 1937 


BOOKKEEPING AND ACCOUNTS—SECTION III, QUESTION 4 


Black Wholesale Limited, finding itself in financial difficulties, 
has decided to go into liquidation. From the following trial balance 
of the Company’s general ledger as at 3lst December, 1936, and from 
the additional information furnished, you are required to prepare: 

(a) Statement of Affairs. 


(b) Statement of Deficiency. 
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EN RONEN Scala so week cu eew eee o¥ewsieatl $ 2,000.00 
MIE TIO oo 560 sects ccsviccscasccvass 107,500.00 
Ne gras souk Saws calc s s0 see eee 20,000.00 
PN TIE nooo co vce dicecessiecs 200,000.00 
EI oii i 6 6.00 4.0-0d woe eremcees esas 500.00 
IIE ca os a occurs swadiwsre va whee oc 50,000.00 
I oo cea iN arene Desa da aewis valvtiees 35,000.00 
eee eee er ee 130,000.00 
Furniture and Equipment (at cost) ........... 10,000.00 
ID SININ 655 gi siaa ss ob pea Nae 6 00:0:0 5,000.00 
ere eae Pie caatectdesuseeseseawienss 40,000.00 
IN a SA au «cwhnseweade sen eaeve we $ 60,000.00 
EERE ee gee ae ae eee ae 349,000.00 
pe ee ee ce ete ee 1,000.00 
Mortgage on Land and Buildings .............. 50,000.00 
Accrued Interest on Mortgage ..............+.5 700.00 
Reserve for Depreciation— 
MEE cb oS crea ay eet ence he dedvecesaee 32,500.00 
Furniture and Equipment ................. 5,000.00 
SI ogo be ob ras ok oie we aa seeasiaw adam 100,000.00 
SED <5 536 5 a bse ce eS Wasniaerds oe bos weak essa eeee ee 1,800.00 


$600,000.00 $600,000.00 


The accounts receivable have been analysed as follows: Good 
$45,000.00; doubtful $25,000.00; bad $37,500.00. A 50% loss is expected 
in connection with the accounts classified as doubtful. 

The notes receivable shown in the trial balance $20,000.00 are 
expected to realize $17,500.00. Other notes receivable, amounting to 
$30,000.00 were under discount on 31st December, 1936. It is anticipated 
that one of the notes discounted, amounting to $6,000.00 will be dis- 
honoured at maturity, the maker having left the country for an un- 
known destination. 

The merchandise on hand is expected to realize $125,000.00. The 
investments which have a market value of $55,000.00 are pledged 
as security for the notes payable. The land and buildings have an 
estimated market value of $90,000.00. 

The furniture and equipment can be sold for $2,500.00. 

The deferred advertising represents one-half of the cost of an ad- 
vertising campaign undertaken during 1936. 

The expenses of liquidation are estimated at $2,800.00. 


SOLUTION 
ExuHIsIT I 
BLACK WHOLESALE LIMITED 
STATEMENT OF AFFAIRS 
As AT DECEMBER 31, 1936 
Book Expected 
Value Assets to Realize 
Pledged — Fully Secured Creditors: 
Se I OUND, ike 050550 654 CaN See eee ee $ 35,000.00 
PT SoC Te DUMGINOE, GORE... 6 ccc eceseccceses 130,000.00 


165,000.00 
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Less Reserve for Depreciation, 


INE ig ava reds hs av nce Ste a We 32,500.00 
FR PRD vis oo Saiaes es ecns 132,500.00 
Estimated Value ............... 90,000.00 


Less: Mortgage on Land and 
Buildings (contra) ..$50,000.00 
Accrued interest on 
Mortgage (contra).. 700.00 50,700.00 $ 39,300.00 


Pledged — Partially Secured Creditors: 


50,000.00 Investments, Estimated Value .... 55,000.00 oo 


Security for Notes Payable, 
$60,000.00 (contra) 


Unpledged: 
OOO CR A TOE avd occ cecssdssccocss 2,000.00 
107,500.00 Accounts Receivable: 
EI pc cunke deena s ébouexam 45,000.00 45,000.00 
NER 56 ucwalsciesaeahnesanss 25,000.00 12,500.00 


BE iro et dah cae’ one cos ee acan anew 37,500.00 - 


Notes Receivable: 


ee PRE os pn o's 0 ou a4 9.0 65 0 wore 6 17,500.00 
Discounted ($30,000.00) 
200,000.00 Merchandise on Hand ............ 125,000.00 
500.00 Prepaid Insurance ................ — 
5,000.00 Furniture and Equipment, cost ... 10,000.00 
Less Reserve for Depreciation .. 5,000.00 
ve | ie rr 5,000.00 
Motimmated Value... sce. cs sesess 2,500.00 
5,000.00 Deferred Advertising ............. _— 
SOURS WIN. os Fs ios ss eS ee ee — 
Assets—expected to be realized. . 243,800.00 
Less Preferred Claims (contra).. 3,800.00 
Free Assets 66.67% of unsecured 


$562,500.00 


Liabilities 240,000.00 
Deficiency to Creditors, 
Per Exhibit II 33.83% of unsecured 
Liabilities 120,000.00 


100.00% $360,000.00 
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Exursit I 
Continued 
BLACK WHOLESALE LIMITED 
STATEMENT OF AFFAIRS 
As at DECEMBER 31, 1936 
(Continued) 
Book Expected 
Value Liabilities to Rank 
Preferred Claims: 
$ 1,000.00 Accrued Wages, deducted contra ............. — 
aa Liquidation Expenses, deducted contra— 
pk — 


Fully Secured Creditors: 
50,000.00 Mortgage on Land and Buildings, 
ge A errr ean — 


700.00 Accrued interest on mortgage, deducted contra 


Partially Secured Creditors: 
CB,000:00 IUGEER FRR hoi c.ce cc dcccccncetac’ $60,000.00 
Less Investments (contra) ...... 55,000.00 5,000.00 


Unsecured Creditors: 
SED; 000.00 BOROREEE TUFRUIO oo sic dcccesieciccvcwccviesseses 349,000.00 


Contingent Liabilities: 
—_ Notes Receivable Discounted ($30,000.00) .... 6,000.00 
One of the notes discounted, for $6,000.00, is 
expected to be dishonoured and to prove 


worthless. 
Capital 
I II ions sin oa ose Nive eww hceswdeeewnce — 
IE SIMMS CE od dap ak ors eb ec'es dganie bemoans — 
$562,500.00 $360,000.00 
Exursir II 
BLACK WHOLESALE LIMITED 
STATEMENT OF DEFICIENCY 
As AT DECEMBER 31, 1936 
Estimated Loss on Realization: 
PTET eT eee eee eee Eee $ 42,500.00 
Accounts Receivable: 
EE A CHB ile Cee OO wth Sere $ 12,500.00 
RA ete re er ere ere 37,500.00 50,000.00 
Se IN cect kins boris os. cSN babies me ce cae eNs 8,500.00 
SI 00 MEE Sis 56 00 88 see ie ce eeus cab bee's 75,000.00 
ae A ee err rer rer re ere reer ee 500.00 
oe a rea rr re 2,500.00 
A eee eer rete Pee 5,000.00 
MEE? Cire oles 60 K A640 6 00s 660 BEA Caen ebins va 40,000.00 
SOU SII 20 oc o'vc.n Deleied MEAS SG ostiwweue ses 2,800.00 
226,800.00 
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Less Estimated Gain on Realization: 
Investments 


Estimated Net Loss on Realization ............cceceeeees 


Less Capital: 
Capital Stock 
Surplus 


er 


Deficiency to Creditors, December 31, 1936 


PROBLEM II 


See eee eee eee ee ee eee ee 


$100,000.00 
1,800.00 


5,000.00 


221,800.00 


101,800.00 


$120,000.00 


THE INSTITUTE OF CHARTERED ACCOUNTANTS 


OF MANITOBA 


FINAL EXAMINATIONS, MAY, 1937 
ADVANCED ACCOUNTING—SECTION I, QUESTION 5 


The following are the Comparative Balance Sheets of the Simplex 
Company Limited, prepared by the bookkeeper: 


Cash 
Accounts Receivable 
Stock in Trade 
Marketable Securities 
Prepaid Expenses 


ee ee 
eee ewer eee were eeeeeeee 
eee ee ee 
ee ee ee ee | 
eee eee meee eee rere eeeeese 


ee 


Lan 

Buildings—Brick 
Machinery and Equipment 
Tools (per physical inventories) 
Unamortized Bond Discount 
Organization Expenses 


Pe ee ee 
ee ee) 
ee) 


ee meee e emer area eeere 


Bank Loans 
Accounts Payable 
Accrued Bond Interest 
Bonds Payable, 6% due ist July, 1946 


Coe em eee meee meee eee rereereeese 
eee eee er reeseeeerersseree 
eee meee eee reer eeese 


Reserves— 
For Depreciation of Buildings .......... 


For Depreciation of Machinery and Equip- 


ment 

For Doubtful Accounts 
Capital 
Surplus 


ee 


ee ee ee 


ee ee ee ee ee | 


31st December 


1935 


$ 38,000.00 
140,000.00 
210,000.00 

27,000.00 
5,500.00 
30,000.00 
150,000.00 
95,000.00 
12,500.00 


1,700.00 


$709,700.00 


$ 50,000.00 
85,500.00 


30,000.00 


40,000.00 
4,200.00 
400,000.00 
100,000.00 


$709,700.00 


1936 
$ 50,300.00 
150,000.00 
200,000.00 


5,200.00 
30,000.00 
210,000.00 
105,000.00 
14,500.00 
4,750.00 


$769,750.00 


$ 8,200.00 
50,000.00 
3,000.00 
100,000.00 


34,500.00 


44,500.00 
4,500.00 
400,000.00 
125,050.00 


$769,750.00 








STUDENTS’ DEPARTMENT 


Additional information supplied as follows: 


(a) A dividend of 6% was paid during December, 1936. 

(b) The bonds were issued on Ist July, 1936, at, 95. 

(c) Tools costing $3,500.00 were purchased during the year. 

(ad) ee lemon securities were sold for $30,000.00 in May, 


(e) Additions to the buildings actually costing $40,000.00 were set 
up on the books at $60,000.00, based on unaccepted bids by 
outside contractors. These additions were completed ist 
July, 1936. 

(7) Machinery costing $8,000.00 was sold for $2,000.00. The loss 
of $6,000.00 was charged to Reserve for Depreciation, al- 
though depreciation of only $4,800.00 had been provided on 
this machinery. 


(g) The provision for depreciation of buildings was computed at 
242% on $150,000.00 for the first six months, and at 244% 
on $210,000.00 for the last six months. 


You are required to prepare: 
(a) Analysis of Surplus Account for the year, after making any 
adjustments you think necessary. 
(bo) Statement of Application of Funds. (Working papers need 
not be submitted.) 


SOLUTION 
THE SIMPLEX COMPANY, LIMITED 


ANALYSIS OF SURPLUS ACCOUNT 
For THE YEAR ENDED 31ST DECEMBER, 1936 


Balance at 3lst December, 1935 .............. $100,000.00 
ADD: Profit for the year ended 3lst December, 


b Skea aieeialaleck WG Sais mia slows oe vsnererace 26,050.00 
Profit on sale of marketable securities .. 3,000.00 
Depreciation on appreciation of buildings 
(Debited to Unrealized Profit on Ap- 
NT) See waa oaieios a kiacs Chee aes 250.00 
129,300.00 
DEDUCT: Loss on sale of machinery ......... $ 1,200.00 
PI VEMINID RI o iaincie hace Hose wecawe 24,000.00 25,200.00 
Adjusted Balance at 31st December, 1936 ...... $104,100.00 
STATEMENT OF APPLICATION OF FUNDS 
For THE YEAR ENDED 31ST DECEMBER, 1936 
FUNDS PROVIDED BY: 
Profit for the year ended 31st December, 1936 $ 26,050.00 
Add: Charges not involving disposition of 
funds: 
Depreciation—Buildings ............. $ 4,500.00 
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Depreciation—Machinery and Equip- 
ment 
Tools written off 
Organization expense written off .... 
Bond Discount amortized 18,450.00 


$ 44,500.00 

Sale of Bonds 95,000.00 
Sale of machinery 2,000.00 
(a)Sale of marketable securities 30,000.00 


_—_—____— 


$171,500.00 


FUNDS APPLIED: 
Additions to buildings $40,000.00 
Purchase of machinery 18,000.00 
Purchase of tools 3,500.00 


Total Capital Expenditures $61,500.00 
Payment of dividend 24,000.00 85,500.00 


IMPROVEMENT IN CURRENT POSITION (as 
shown by Balance Sheets) $ 86,000.00 


(a) If the “Marketable Securities” were considered as being a cur- 
rent asset at 3lst December, 1935, only the profit on the sale 
thereof would provide funds for the year 1936. 





